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PREFACE TO THE FIFTH EDITION 


This is a thoroughly revised edition in which some theoretical parts 
have been extensively revised in the light of latest developments while 
others have been adjusted marginally. Mention may be made of the 
‘effects of taxation’, ‘incidence of taxation’, ‘taxation of capital gains’, 
‘balanced budget as an anti-cjclical instrument’, ‘deficit financing as 
a hidden tax' and so on. Similarly, the portion dealing with Indian 
public finance has been thoroughly revised and updated. The above- 
mentioned revisions and additions are over and above the ones in- 
corporated till the Fourth Fdition. 

ft is hoped that the book in its present form would be found more 
useful by the readers. 

H.L. BflATIA 




PREFACE TO THE FIRST EDITION 


Public finance is a subject which has the distinction of intimate in- 
teraction between thct'r\ ;.nd practice. As such it acquires a meaning 
and usefulness onl> in the context c>f institutional framework of the 
economy with reference to which it is being studied. The theoretical 
concepts and policy applications in public finance feed upon and grow 
out of each other. No single theoretical model can adequately fit in 
the framework of even economy since its institutional framework is 
a thing unique to itself. It is important, therefore, that the discussion 
of public finance should ^-c in th“ c^n'ext of a 'in^'e economy. An 
attempt has been made to satisfj this criterion in the present book. 
Care has been taken to draw illustrations mainly from the Indian 
economy and present anahsis of the theoretical problems in the con- 
text of Inuian oCtdiig. As our society is committed to a rapid economic 
growth along with ecemomic justice, there is an undercurrent of 
‘growth’ and ‘welfare’ cnnsiderations in the treatment of the subject. 

Public finance is a vast subject and in any book there is inevitably 
an involved question of the choice of the problems and the relative 
emphasis accorded to them. In the present context the issue has been 
resolved with reference lo the syllabi of the Indian universities with 
the hope that this would make the book additionally useful lo the 
students. It is divided into two parts: Part 1 covers the theory of pub- 
lic finance and Part II covers the field of Indian public finance. The 
style of the book is a lucid and simple one and an attempt has been 
made to clarify the nature of the issues involved a'ong wiih the main 
body of the argument. 

I owe a debt to Dr A.M. Khusro under whose guidance 1 learnt 
the use of tools of rcsca ch. 1 would also like to express my gratitude 
to Dr C.B. Gupta, my teacher and Principal, Shri Ram College of 
Commerce, who has been a constant source of encouragement to me; 
and to Dr T, Mathew, Chairman, Dcpaitmcnt of Fctm.omics, North- 
Eastern Hill University, who was deeply interested in seeing il.is book 
through. 


H.L. BltATK 
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PART 1 


THEORY OF PUBLIC FINANCE 




1. ECONOMIC ACTIVITIES AND THE STATE 


INTRODUCTION 


The basic nature of any economy lies in the scarcity of its produc- 
tive resources in relation to its wants. Our wants are unlimited, or at 
least keep on increasing and to satisfy all these wants, we need an 
unlin ited supply of productive re.sources which could provide the 
necessary goods and services. An economy is constantly engaged in 
the solution of this eternal problem of scarcity. With this end in 
vie^\, an economy undertakes various activities whereby the available 
supply of resources could be augmented, the existing supplies could 
be utilized more effectively, and the objectives of stability, employ- 
ment, growth, and distribution etc. could be met with as fully as 
possible. 

Both the public and the private sectors^ of the economy may be 
assigned different roles in this total set-up of economic activities. 
Obviously, the division of the economic activities between the public 
and the private sectors should not be a haphazard one. The choice 
should be made in the context of the relevant economic considera- 
tions and political and social objectives. In this connection, different 
societies have evolved different economic s> stems along with the 
accompanying sets of economic, political, social and other institu- 
tions. Thus, in a capitalist economy the main task of providing the 
goods and services is assigned to the private sector in which each eco- 
nomic unit operates in accordance with economic rationality and is 
guided in this task by the market mechanism. The market mechanism 
gives out signals for different economic units to act in specified 
manners. The owners of the factors of production are guided by the 
income which they can earn in different employments; the investors 
are guided by the profitability of different investments; the consumers 
try to maximize their consumers’ surplus, and so on. In this set up, 
the government has only a limited role to play. A socialist economy^ 
on the other hand, is dominated by the State sector. Here economic 
activities and decisions of the State would not be guided by com- 

^Wc are using the term public sector or state sector to cover 'non private’ 
sector and government undertakings would form only a part of this sector. 
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mercial profitabilitj but by the overall objectives that it has in mind. 
Market mechanism is assigned, if at all, a ver\ marginal role. Tn 
between these two types of economic s} stems, we have the mixed 
economy where both the private and public sectors appear in sizable 
proportions. Thus, cveri econoniV has to clioose between the areas, 
of activities assigned to the private and public sectors. In the latter, 
the dictates of the State are expected to be followed. Here the 
economic activities and decisions of the economic units would not be 
guided by commercial profitability but by the overall objectives that 
the society has i<i mind. 

It is fairly common on the part of various authors to justify the 
presence of public sector in the totality of economic activities. I'or 
example, some authors would make out a case for increasing State 
activities on grounds of ‘distorted’ production and employment patt- 
erns. They would tell us that left to itself, the market mechanism 
may misguide the society whereby some necessities may not be 
produced in adequate quantities while some luxuries could get a place 
of prominence. We might get, for example, air-conditioners in the 
midst of milk scarcity. Another argument in favour of increasing the 
role of the public sector would be that the market mechanism by 
itself is not able to bring about adequate level of emplovment. 
Keynes was one of the strong advocates of this thesis. According to 
him, there was always a strong tendency for the aggregate effective 
demand to fall short of the required amount for producing full 
employment. So, he advoc'ated repeated doses of public investment. 
Rooting out the trade cycles provides another rich field of argu- 
ments in favour of State action. Yet other authors would want the 
State to take an active part in accelerating the rate of economic 
growth and in bringing about a more equitable distribution of 
income and wealth. 

Study of public finance is closely related to the activities of the 
public sector which, in the extreme case, may consist of only the 
government undertakings and other government organs. Now we are 
interested in the study of public finance which is closely related to 
the activities of the public sector. However, in order to grasp the 
nature of public finaiux and the various problems and principles 
that go with it, it is very helpful to distinguish between the public 
and private goods and to look at the corresponding roles of private 
and public institutions in supplying these goods. This we do in the 
following paragraphs by discussing the nature of public and private 
goods. 
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PUBLIC GOODS* VS PRIVATE GOODS 
The Product Divisibility 

There are certain goods the availability of which can be decided in 
a discriminatory manner. A good may be priced in the market and 
only those may be allowed the use of it w ho pay its stipulated price. 
To put it differently, such a good may be priced and the principle of 
exclusion may be applied to its use. Those who do not agree to pay 
its market price, or those who cannot pay for it, arc excluded from the 
use of this good. In this way, the good becomes divisible so far as its 
use is concerned. Thus, the ability to price a good, the divisibility 
of a good, and the exclusion principle, all go together. On the other 
hand, it m.ay be that in the case of a certain good, some memibers of 
the society cannot be prevented from its consumption, provided some 
other members have the access to its use. A tj pical example would be 
the defence service. Once the country is protected against foreign agg- 
ression, e''ci,. cit'/en is more or less equally protected and benefited. 
A section of the society cannot be excluded from enjoying the benefits 
of this protection. The defence service, in other words, is indivisible. It 
cannot be priced in the marked in order to deprive some members of 
the society from its use or its benefits. 

People voluntarily decide to pay for the supply of a good which 
can be priced and to which the exclusion principle applies because 
those who do not pay can be excluded from its use. If, for example, 
an individual does not voluntarily agree to pay the market price for 
milk, the market would refuse to supply him the required quantity. 
But we have seen that his exclusion principle cannot be applied 
to the indivisible goods. And this creates a problem of raising the 
necessary finances in their case. For example, in the case of defence 
service, every individual would argue that even if he does not pay for 
it, the supply of the service will still be there. So he would rather 
avoid the payment and let others contribute for providing the 
defence service. Under the influence of this argument, very few would 
pay voluntarily, hoping that through the contributions and efforts of 
others the service will be there. 1 his is referred to as the problem of 
/n’c which means that everybody would like to have the 

benefit of the good without sharing the eostof its supply and so the 
neecssary finances cannot be raised on a voluntary basis. As a 
result, the provision of such a good or service has to be made through 

*Also called ’social goods.’ 

*Jaincs M. Buchanan, The Public Finances. Richard D. Irwin, 1970, p. 24. 
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compulsory contributions by the members of the society such as 
through taxation. 

In the case of a good which can be priced, the buyers would 
decide, through their demand preferences, whether or not it is to be 
supplied at all; and in case it is to be supplied, then they will also 
decide about the quantity of its supply. But in the case of an indi- 
visible good, such decisions cannot be taken through n arkct mecha- 
nism. The society has to decide the way in which these decisions will 
be taken and financed and these decisions need not be unanimous. 
As seen above, since very few individual beneficiaries will be ready 
to pay for it vv.luntarily, there is to be some form of compulsion in 
providing the necessary finance. The decisions regarding these goods 
are, therefore, left to the government agencies. 

The indivisible goods, whose benefits cannot be priced, and there- 
fore, to which the principle of exclusion does not apply, are called 
pure public goods. Pure private goods are completely divisible and to 
them the principle of exclusion applies in full measure. In the market, 
any one who disagrees to pay (or cannot pay) the requisite price 
would be excluded from their consumption. 

It must be noted that the indivisibility of a good does not necessarily 
imply that every citizen of the society has actually an equal share in 
its benefits.® People living near the political boundaries of a country 
may, for obvious reasons, be relatively less protected. People living 
near public parks are actually more benefited even when the parks are 
equally accessible to all the members of the society. Thus, the main 
criterion of indivisibility is* that the good in question should be equally 
available to all the members of the society (or a section thereof) 
irrespective of the ability or the willingness of the individual men-bers 
to pay for it. The financing of the concerned activity has to be 
through public expenditure and not through market pricing.* This 
conclusion implies that the pure public goods must be in the hands 
of the public sector only. It, however, does not prove as to which 
sector (public or private) should provide the pure private goods. In 
order to get an answer to this question we have to consider the 
following additional factors: 

(/) the level of efficiency at which the public and private sectors 
may be expected to o^^erate and the productive resources at the dis- 
posal of the two sectors: 

(ii) the political and social considerations such as the philosophy 

’Buchanan, op, cit., pp. 25-26, 

’Exclusion here will be either impossible or ineffective and also too costly. 
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that the econdmy should not be dominated by private monopolies; 

{Hi) additional characteristics of pure public and pure private 
goods. 

Externalities 

Another important characteristic of pure public goods is the 
existence of externalities. The term externalities refers to the econo- 
mic effects which flow from the production or use of the good to other 
parties or economic units. Such economic effects may also be called 
spill-over effects, neighbourhood effects or third party effects. Such 
an externality may be an economic gain or an economic loss to other 
economic units. This causes a divergence between the ‘internal’ (or 
‘private’) and ‘social’ marginal costs (or benefits) of the good in ques- 
tion. Thus, for example, a power house using coal would cause a lot 
of ash-throwing in the neighbourhood through its chimneys. Simi- 
larly, the railways using a lot of coal in firing the steam locomotives 
put the residential and other areas near the railway loco-sheds to a 
lot of suffering on account of the smoke nuisance. This is a cost to 
the society but not to the individual undertakings like the power 
house or the railways. Similarly, pl>ing the smoke-emitting buses and 
trucks in the cities adds to the social cost of these transport facilities. 
An example of the externalities in the form of an economic gain 
would be the benefits which a social overhead like a road would 
bring to the areas and the industries served by it. 

These externalities are of two t>pes:® 

(/) market-external effects; and 
(//) non- market-external effects. 

When the external effects cannot be priced in the market with refe- 
rence to the demand and supply behaviour, they would be termed non- 
market-external effects. It means that through the market mechanism, 
individual economic units cannot be protected from the economic loss 
(or cannot be excluded from the economic gain) resulting from the 
public good in question. Thus, in our above example, it is highly diffi- 
cult to apportion the economic gains of the new road amongst its bene- 
ficiaries. Even if it were possible to identify some of the beneficiaries 
such as those who actually use the road, other beneficiaries would be 
left out. Therefore, the pricing of the economic benefits of the road 
would not be strictly satisfying the role of exclusion. 

It would follow that such public goods as have non-market external 
effects should be preferably in the hands of the public authorities 


‘Bernard P. Herber, Modern Public Finance, Richard D. Irwin, 1967, p. 27. 
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(provided they can run these undertakings efficiently) since they can 
decide about the creation and location of industries producing public 
goods irrespective cf the commercial profitability of the same. Thus, it 
follows that those amongst pure public goods which have noii-niarkcl- 
-external effects would qualify for inclusion in the public sector. 
Those pure public goods which have market external effects may 
be left in the hands of the private sector from this point of view. 
(Hovever, remember that even then the characteristic of indivisibility 
of pure public goods still tells us that they should be in the hands of 
the public sector only.) 

By contrast, a pure private good is supposed not to have any exter- 
nalities. In its casj, there will be no diffcrcrce between the private and 
social marginal costs of supply. The market pricing would, therefore, 
be representing the social cost of supplying the goods and so even if 
it is left in the hands of private sector, its supply would be at the so- 
cially optimum level. Ordinarily, therefore, the provision of pure pri- 
vate goods should be entrusted to the private sector. But on account 
cf various reasons this may not be adhered to in every case. The 
government might decide to step in wheic ‘merit wants’ (to be dis- 
cussed later in this chapter) are concerned. Other relevant considera- 
tions could be the cost conditions (discussed below ), resource avail- 
ability, social and political philosophy, and so on. 

Marginal Cost 

A likely characteristic of a pure public good is that its marginal cost 
would be zero or close to z.ero. It means that an additional member 
of the society can be benefited by its use without appreciably adding 
to its total cost. To put it dilTcrently, the use of a pure publicgood 
by one more member of the society does not reduce its availability to 
the others. A good example of it would be tuning in of your radio 
set. Still another example would be the use of a bridge, over which an 
additional vehicle may pass without any additional co.st to the so- 
ciety. It must, however, be remembered that mostly this principle 
applies, in reality, only to a lim.ited extent. One cannot say that we 
can keep on adding to the number of vehicles that may use the .same 
bridge; we cannot even have the same defence budget if our popula- 
tion keeps on increasing, and so on. Also it may be added that a 
large number of members of the society may not be able to enjoy the 
benefits of the public good without adding to the cost of its supply. 
Similarly, the provision of the public good may be increased or de- 
creased for budgetary reasons or due to extraneous factors. Pure 
public goods which possess this characteristic have a strong case for 
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inclusion in the public sector since public goods are indivisible also. 
In ihe case of private goods, on the other hand, the argument is basi- 
‘Call> in favour of large-scale production- for which either the society 
should agree to monopolistic type of private enterprise or should go 
in for public sector. 

Decreasing Average Cost 

Another likeh characteristic of a pure public good is that it would 
be subject to the law of decreasing costs. Being lumpy, it w ould be 
subject to the economies of scale. If the public good is provided in 
small units, then the average cost is likely to be much more. For 
example, the average cost of operating a sewerage would be much less 
if the system serves a wide area than when it serves only a portion 
of the city. When it comes to the choice between public and private 
sectors for the provision of goods possessing this characteristic, 
considerations similar to the ones mentioned above in the case of 
‘Marginal Cost’ characteristic appK. 


IMPURE PUBLIC GOODS 

It would be noticed that it is highly difficult to come across goods 
which fully satisfy all the characteristics of pure public goods. 
Similarly, it is highly difficult to come across pure private goods. In 
general, most goods would possess elements of both ‘publicness’ and 
pnvateness.’ The difference between goods would be mostly of degree 
and not of kind. Such goods which are neither pure public goods nor 
pure private goods are called impure public goods (also called quasi- 
P ^blic goods or quasi-private goods). If the elements of ‘publicness’ 
arc predominant in the mixture of characteristics of a good, then ii 
may be termed a public good; and in the opposite case, a private good. 

THE SCOPE OF GOVERNMENT ACTIVITY 

No v the question arises as to the extent to which the Slate (through 
govermrent and iis organs) should assume the responsibility of supp- 
lying the goods to the economy. This problem may be discussed from 
two angles: (/) thcoreiical, and (//) historical. 

Tliforetlca! Angle 

Based upon the above considerations it is possible to make out a 
case for the co-exis'ence between the public and private sectors. The 
question may be approached from the point of view of (a) pure public 
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and pure private goods; and (W impure public goods. 

It can be contended that so far as providing the pure public goods 
is concerned, we should entrust the public sector with this job. If 
the task is left in the hands of the private sector, then the system 
would suffer frojii inefficiency on account of the following reasons. 

(1) Left to the market mechanism, even a pure public good would 
have to be priced. This would automatically involve the enforcement 
of the principle of exclusion to its use. As a result a section of the 
society will be deprived of the use of this good. This is highly un- 
desirable in many cases since a niintber of deserving members of the 
society would be left out. Such an enforcing of the principle of exclu- 
sion will either be impossible or will be very costly to enforce. 

(2) To the extent that some of the external effects of the public 
goods cannot be priced (the non-market-cxtcrnal effects), there will 
be a divergence between the private and social marginal costs of the* 
products. The supply of goods, therefore, would not be at an optimum 
level. Thus, suppose that a particular public good under considera- 
tion has external economies which cannot be measured and, therefore, 

cannot be priced. The spill-over gains are there in the society, but 
the supplier of goods cannot charge for ihem. To him, therefore, 
the market price is much lower than the social marginal benefit and 
he determines his supply on the basis of the price which he gets. Il 
means that he would produce less than what would be the optimum 
quantity from the society's point of view. Similarly, when a public 
good has external diseconomies (such as the smoke nuisance), the 
social marginal cost is higher than the private marginal cost. The 
private producer, however, would determine his supply on the basis 
of the marginal cost to himself and not to the society. Thus, in this 
case, the supply will be more than the socially optimum quantity. 
On the other hand, if the public goods are supplied by the State 
then the State can bring output to socially optimum level by either 
foregoing profits or by suffering losses. 

As regards the quasi-public (that is, quasi-piivate) goods, it should 
appear that here the role of the State should be limited to those goods- 
which have more of publicness in them. Those goods which are pre- 
dominantly ‘private’ should be left to the private sector and; the mar- 
ket mechanism. The precise field of the State activity has to be deci- 
ded not only on the basis of efficiency of the public sector but also* 
on the basis of the political and social ideology of the State. 

However, though desirable, the State may not be able to provide 
all those goods which have predominantly ‘public’ elements in them 
for the following reasons: 
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(<i) The State may not have enough of resources to undertake the 
supply of all the goods which, theoretically, it should be providing to 
the economy on grounds of "publicness.' Such a limitation is all the 
more glaring in the case of the underdeveloped countries. Here the 
resources at the disposal of the State are much less while the market 
mechanism is also not so efficient. This means that there is a need to 
have so many goods in the public sector but the State cannot afford 
to undertake all these activities. In the case of our economy, for 
example, there is an imperative need to develop, on a large scale, 
roads, communications, education and health services etc. 

(6) The administrative machinery of the State may not be efficient 
enough to undertake the provision of all the goods which are predo- 
minantly public in nature. This limitation is also stronger in the 
case of underdeveloped countries, since the administrative machinery 
of such countries generally lacks in skill, statistical information, and 
so on. 

(c) The efficiency in public undertakings is notoriously low. There 
is a lack of initiative and a proper system of incentives. Also the 
public undertakings are expected not to follow the principle of com- 
mercial profitability in every case and the State may not be able to 
bear the additional losses on account of expansion of its activities. 

(d) The extent to which a government will choose to undertake the 
provision of public goods also depends upon the political and social 
acceptability of the government policies. In some countries, the social 
traditions and attitudes may not allow the government to expandits 
activities in certain directions. In some other cases, the political 
atmosphere may be against certain State activities. 

In the society, there arc certain wants which almost all the members 
of the society should be able to satisfy. Examples of such wants 
would be educational and health needs of the society. Musgrave calls 
them“/jjm7 wants” on account of iheir overriding importance.* Provi- 
sion of public goods which satisfy these merit wants helps the economy 
in attaining a high level of efficiency and contributes to the achieving 
of the basic objectives of the society. Thus if the provision of edu- 
cation is left to the market as such, the cost of educating the children 
will have to be born by their guardians. This would deprive many 
brilliant students of the educational opportunities. Such a state of 
affairs would not only be bad for those who are left out of education; 
it would be equally bad for the society as a whole and therefore for 
everyone. This would cause a general lowering of the standards of 


*Richard A. Musgrave; The Theory of Public Finance, p. 13. 
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efficiency in the economy. Similarly, the market would be providing 
health services to the community but again on the basis of the prin- 
ciple of exclusion. This would mean loss of many precious lives and 
the lowering of the general health standards and productive efficiency. 
Such a state of affairs is not a desirable one. The State should, there- 
fore, either take up the responsibility of supplyin g these goods to the 
public or at least should supplement the market provision to the 
desired lesel. Thus, the State, through its budgetary policy, should 
start various gosernment schools. It should also give aid to va- 
rious private oigani/ations which are ready to start the schools and 
firaitce a part of 'he activities. Similarly, the government should start 
hospitals in whieh the poorer sections of the society are able to get 
free medical aid. It is important to note that since such goods have 
both elements of publicness and privateness in them, the principle of 
exclusion can be applied to them in a limited way only. It means 
that the government can devise a price policy whereby those who can 
paj for these goods are made to pay or pay more than the others. 
The poorer sections enjoy the benefits of these goods either free or at 
subsidized prices. 

We must note that, in the final analysis, the scope of economic 
activities by the state cannot be determined only with reference to the 
publicness of goods. It is because there is inevitably an i nterdepen- 
dence and interaction between the State sector and the private sector 
of the economy. A modern welfare State has a duty to take into acco- 
unt this fact and thereupon determine not only the scope of its own 
activities but also choose the extent to which it would like to regu- 
late the working of the private sector. In other words, the field of 
public finance is not limited to the financing of state activities only; it 
also covers diverse policy issues and relevant tools in the armoury 
of the State. Such issues, for example, would be in the categories of 
stabilization of income and employment levels in the economy, dis- 
tributive justice and optimum allocation of productive resources. 
The State is expected to ensure, within its capacity, that through a 
proper use < f the fiscal instruments at its disposal and through an 
appropriate use of the Stat" sector, the productive resources of the 
economy are allocated efficiently, inequalities of income and wealth are 
reduced, the merit want of the society arc .satisfied and so on. It is also 
expected to ensure that in the formulation of public budget any inhe- 
Tci.t contradictions betveen chosen objectives are resolved to the 
extent possible. 
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Historical Angle 

Before the advent of modern capitalism, the State used to intervene 
in the economic activities of the society to a substantial extent. 
This obviously meant interfering in the market mechanism. Such a 
system did not attract much criticism because the society did not have 
the advantages of the market mechanism with which to compare the 
advantages of the State intervention. But as capitalism grew, the 
disadvantages of controls, especially in terms of productive ineffi- 
ciency, became apparent. Accordingly as a reaction to this, a thesis 
developed that the State should govern the least. In other words, to 
the extent possible, the provision of the goods should be left in the 
hands of the market private sector. 

Adam Smith was the apostle of this thesis. He provided theoreti- 
cal underpinnings for the philosophy and was a great 

advocate of market mechanism. Adam Smith believed that the market 
was capable of generating efficient signals for the economic units — 
there was an ‘invisible hand’ which guided every economic unit.. 
However, even Adam Smith recognized that there were certain goods 
the provision of which could not be left to the market forces. The 
market would not provide them cither due to the lack of commercial 
profitability or some other reasons. But the economy needed these 
goods for its own efficiency. These included social overheads, defence, 
and maintenance of law and order. Of course, the maintenance of ihe 
State itself was also to be there. 

In due course of time, however, it was realized that more and more 
social wants satisfied the criteria of “merit wants” (to use Musgrave's- 
terminology). The State, it came to be believed, was for the whole 
society and not for any particular section. As a result, the State was 
expected to work for the maximum advantage of the society. Under 
influence of this philosophy, the State expanded its activities in vari- 
ous directions. The concept of Welfare State has now gained roots and 
almost every State swears by it. Welfare activities form a substantial 
portion of what every State does the.se days. The States are seized of 
the problems of economic stability, economic gro.vth. employment, 
inflation, balance of payments, regional imbalances, and so on. The 
preci.se scope of activities undertaken by any individual State, of 
course, depends upon the political and social ideology being followed 
by it, the administrative and other facilities that the State has at its. 
command, the resources available to it. and so on. 
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THE CONCEPT OF A MIXED ECONOMY 

in the light of the above discussion it is seen that a modern economy 
is a 'mixed' one in the sense that both the public and private sectors 
exist side by side and that the government regulates the private 
sector in a number of v\ays. The State economic activities are all- 
pervading in the economy. Hven in the USA which is considered a 
representative case of a market economy, the share of the State 
activities is quite substantial in the total. In our country also, the 
relative important e of the State activities is on the increase. It is not 
possible to measure the exact proportion of the public sector activi- 
ties in the totality of the economy but there are certain indicators on 
which an idea can be formed. 

Take the case of India. One way in which the importance of the 
government activities in our own economy may be judged is by look- 
ing at the financial transactions of the government. We note that \wth 
the passage of time these transactions are becoming an ever-increa- 
sing proportion of the transactions in the economy as a whole. While 
the combined disbursements of our Central and State Governments 
were only 22% of our national income in 1960-61, they grew to the 
neighbourhood of 35% by 1979-80. A modern economy is to a large 
extent a money economy. That is to say a large proportion of its eco- 
nomic activities have counterparts in linancial transactions invol- 
ving the payments and receipts of money. With economic develop- 
ment the barter and self-consumption activities become increasingly 
smaller proportions of the total national income. Now it so happens 
that to support such a complicated and roundabout set of economic 
activities and processes like production, investment, exchange, distri- 
bution etc., credit arrangement are needed. The private sector creates 
a sizeable volume of private debt in the form of bank credit, mutual 
accommodation, bills of trade and exchange, debentures, loans, stocks 
and shares, and so on. But the basis of all this private credit (or claims 
and counter-claims of various economic units) is the currency issued 
by the public authorities. In India, for example, all the huge super- 
structure of credit is based upon the notes and coins issued by the 
Reserve Bank of India (In India one rupee notes and coins and 
other coins of smaller denominations are printed and minted by the 
Government of India. Currency notes of higher denominations are 
printed by the Reserve Bank of India. But all the currency is 
issued hy the Reserve Bank of India only.) Any economic unit which 
enters into a payment contract with any other party, agrees to pay 
certain sums of money in the form of the currency issued by the 
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Reserve Bank of India. Hov^ever, the importance of the public sector 
■docs not end here. The authorities can have a policy of varying the 
quantity of currency supplied to the public and this in turn will affect 
the creation of private credit also, furthermore, while the financial 
liabilities of the private economic units are not legal tender (i.e., the 
creditor may refuse to accept them), the currency issued by the 
government or the relevant authority on its behalf is legal tender. This 
gives a virtual confiscatory power to the government without rcsor* 
ting to taxation. When the authorities issue extra currency by means 
of deficit financing, such extra currency competes with the existing 
one in the market for the purchasing of goods and services. The 
market is left with lesser supplies of goods and services while a part 
of supplies is taken away by the authorities and in The process the 
new ly created money is left w ith the market. 

These days, it is a usual tradition with the governments to borrow 
huge amnurt- on the market. This causes shifting of resources from 
the private sector to the public one. And if the borrowings happen 
to be from the Central bank, then the additional effect is that of 
adding to the total money supply also. Later on when the authorities 
pay the interest charges on public loans or repay the principal, shifting 
of resources takes place in the reverse direction. However, the 
government may be raising the resources for debt servicing (interest 
and principal repay ments) by taxation or by additional borrowing. 
With different policies and practices, different economic effects will be 
experienced in the society. The authorities have a potent tool in their 
hands in the form of public debt and its operations. Even the central 
bank of the country conducts a good portion of its monetary policy 
through open market operations, that is, sale and purchase of govern- 
ments loans. Furthermore, it can be theoretically shown that the 
growth of public debt is helpful, rather essential, for the growth of 
the financial institutions and therefore for the growth of the economy. 
The enormity of the public debt can be judged by looking at our own 
public debt figures. For example, the aggregate liabilities of the 
Government of India alone exceeded Rs ^2,000 crores by the end of 
March 1980, as compared with only Rs 2565 crores at the end of 
March 1951. Even the treasury bills were budgeted to exceed Rs 
10,000 crores as compared with only Rs 358 crores in March 1951, 
Similarly, employment in the public sector has been registering a 
rapid increase. Thus while the total employment in the public sector 
in March 1961, was only 70.50 lakhs, it had increased to 144 lakhs 
by March 1978. Since the beginning of the planning period in India, 
both the public and private sectors have been encouraged to grow 
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side by side, but in successive plans the public sector has been given: 
a greater vveightage. 

Furthermore, it is not just the aggregate of revenue and expendi- 
ture which affects the working of the economy. Public revenue and 
public expenditure are powerful tools in the hands of the government. 
Through various taxation policies the government may try to mould 
the working of the economy in a particular manner. We shall analyse 
these effects in some detail at separate places in later chapters. For the 
time being it must, however, be realized that the field of the govern- 
ment activity is extending not only in terms of participation in the 
economy, but also in terms of regulating it. 

When it comes to providing and pricing the goods, the government 
divides its activities into various categories. Some of the public goods 
like defence, law and order are not subject to the principle of exclu- 
sion. Every member of the society enjo>s the benefit of the good in 
question in equal amount and the financing of the activity is done 
through budgetary provision. Some other goods, which arc considered 
‘merit goods’ are provided to the society on a subsidized basis because 
under free market mechanism they arc generally underconsumed. Still 
others are subjected to the full-fledged principle of exclusion and the 
provision of such goods is made on the basis of commercial profitabi- 
lity. The basic reasons for having commercial undertakings in the 
public sector may be the need to have surpluses for financing other 
State activities and to control the commanding heights of the 
economy. 

But the activities of the government do not stop only at having a 
proper and effective public sector. It also tries to regulate the work- 
ing of the private sector so as to help achieve the goals of the 
society. For this purpose, the government adopts various budgetary 
measures, price controls and other direct physical measures including 
licensing, quotas, and so on. In India, we are quite familiar w ith a 
number of these regulatory devices. 

A modern government finds that the need to intervene in the eco- 
nomy is constantly increasing. Even when the economy is not a cen- 
trally planned one and is depending to a large extent upon the price 
mechanism, there is a need to regulate the working of the economy. 
Left to itself, a free price mechanism is likely to generate patterns of 
income and wealth distribution which a society may not like from the 
point of view of social and economic justice. Production and trade 
might tend to get concentrated in the hands of a few bigger firms which 
may resort to various monopolistic and restrictive trade practices. 

A free market economy is subject to violent cyclical fluctuations from 
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which it should be protected and a stability of employment, produc- 
tion, and prices ensured. It is also contended that with the growth of 
industrialisation and urbanization, a lot of social security problems 
emerge. The problems of health, sanitation, housing, pollution and 
social crimes increase. A number of other similar fields for State 
intervention will include provision of social overheads, contribution 
to capital formation, labour-einplojer relationships, industrial security, 
balance of payments, and so on. In other words, there are internal 
economic and social problems and there arc the problems arising out 
of the fact that the economy is subject to much stronger impacts of 
foreign economic and political contacts. Accordingly, the role of the 
State expands not only in terms of its participation in the economic 
activities but also in terms of protection and regulation of the econo- 
my and society in various ways. This, therefore, calls (ora set of care- 
fully planned monetary and fiscal policies and a proper coordination 
between them. 

Thus, we that no economy is there without a public sector. What 
varies is the proportion of private and public sectors in this mixture. 
If any society decides to completely forego the provision of public 
goods including the State existence itself, it would mean an anarchy. 
And if the activities of the State were confined only to the mainte- 
nance of the Sta<c, provision of social overheads and the protection 
against foreign aggression and internal disorders, then also there would 
be a lot of inefficiency in the provision of those goods which had more 
of ‘publicncss’ in them. Therefore, the optimum level of government 
activity is quite a high one. The study of public finance is closely 
connected with this problem of the choice of the level of government 
activity as also the precise composition of the same. 



2. MEANING AND SCOPE OF 
PUBLIC FINANCE 


WHAT IS PUB! IC FINANCE? 

The distinction between public and private goods and the concept of 
the public sector' lead us to look into the subject matter of public 
finance. Quite obviously, public fiuana- is related to the financing of 
the State activities, and a narrow definition of public finance would 
try to say that public finance is a subject which discusses the financial 
operations of the fisc (or public treasury).- Earlier writers on the 
subject tended to define public finance in such a narrow manner, 
though this is not the case now. 

Ihe subject of public finance has been following the developments 
in State activities and the corresponding economic philosophy. Accor- 
dingly, with the passage of time, the definition of public finance has 
expanded to cover wider areas. Take the case of early days of capital- 
ism when the market mechanism was establishing its superiority (es- 
pecially in terms of productive efficiency) over the decadent feudal 
system which it was replacing. At that time it came tff be widely 
believed that the private sector was alwajs more efficient than the 
public one. Accordingly ,* the economic philosophy, during these days, 
was advocating laissez-faire. This meant that almost all the economic 
decisions were to be guided by the market forces of demand and supply 
which would act as an “invisible hand.’'^ The role of the government 
was not to interfere with the working of the market forces but to limit 
its own activities to the barest minimum necessary. 

Firstly, it was to see that the society was protected against the inter- 
nal disruption, and that effective law and order situation prevailed. 
For this the State was to maintain itself and was to create the neces- 
sary administrative, judicial and police set-ups. 


^See Chapter 1. 

*The term fhcal is derived from an old Greek word which means basket and 
symbolizes the public purse. In the Renaissance Italian, the word fisc meant the 
treasury. 

*See Adam Smith, An Inquiry Into the Nature and Causes of the Wealth of 
Nations (ed. Edwin Cannan), The Modern Library, 1937, p. 423. 
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Secondly^ the society was to be protected against any foreign 
aggression that might take place. The Slate was to maintain armed 
forces to meet this objective. 

Thirdly, where the private sector found itself unable to create and 
run economic facilities which were commercially unprofiUiblc but 
otherwise essential for the efTicient working of the economy, the Stale 
was to step forth and assume the responsibility of creation and main- 
tenance of such ‘social overheads.' The argument for the stepping in 
of the State was not that the public sector was more efficient than the 
private sector. The basic argument was that without the public sector, 
the essential economic facilities (termed social overheads) would not 
come into existence. Social overheads, c.g., roads, bridges, and so on, 
contain a good portion of publicncss in them. It so happens that in 
their case, the soc/o/ marginal benefit usually far exceeds the social 
marginal cost. It, therefore, pays the society to expand social over- 
hca'Js. Their private marginal benefit, however, is much less compared 
with the nrivate marginal cost. And as a result the private sector is 
not ready to develop them. 

therefore, under such circumstarccs, it is not considered desirable 
to leave the production of social overheads in the hands of the 
private sector, and thus deprive the economy of the extra berefits 
which it can derive from those social overheads. The State accordingly 
is expected to finance these social overheads out of the public funds, 
and run them at a commercial loss, if need be. 

It must be noted that the State, according to the laissez-faire 
philosophy, was considered as something c.xlraneous to the economy 
which was believed to be more or less the private sector econ^'my 
only. It was, therefiirc, considered best that the public sector she uld 
only help and supplement the private seclc r and should never sup- 
plant it. It was not thought desirable or feasible to have a planned 
economy. The problems of capital formation ar.d economic growth 
were supposed to be tackled adequately by the private sector itself. 
The private investors and savers would be guided by the n arket 
forces of demand and supply which basically means obeying the law 
of consumer’s sovereignty. 

Accordingly, the activities of the State were to be tolerated 
only as a necessary evil and were to be kept to the minimum possible 
scale. Thus, the real question was not to decide the basic allocation of 
the economic activities between the public and the private sectors and 
to deal with the financial and allied problems arising out of this, but 
rather to analyze the way the treasury should operate. With this 
philosophy in the background, the theory of public finance had 
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obviously a limited field. It was mainly considered a description of ther 
way in which the operations of the treasury would interfere with the 
working of the private sector of the economy and the way in which it 
could keep such an interference to the minimum. Taylor, for example^ 
says: “Public finance deals with the finances of the public as an orga- 
nized group under the institution of government. It thus deals only 
with the finances of the government, finances of the government 
include the raising and disbursement of government funds. Public 
finance is concerned with the operation of the>z.vr, or public treasury. 
Hence, to the degree that it is a science, it is the fiscal science; its. 
policies are jffjc^i^policies, its problems are fiscal problems.”^ Similarly, 
CarlC. Plehm says that the term public finance “has come, by accepted 
usage, to be confined to a study of funds raised by governments to 
meet the costs of government.”® 

We have already argued that a rational division of economic acti- 
vities between state and private sectors may be decided with reference 
to the content of publicness in goods. Such approach can also be 
shown to satisfy the criteria of efficiency and economy. These days 
the interaction and interdependence between state and private sectors 
has come to get a due recognition and therefore, the public sector is- 
assigned a significant role, both in theory and in practice, in a modern 
economy. With the passage of time, the idea of welfare state has 
gained currency. This has meant a corresponding widening of the 
scope of public finance. Thus, for example, we expect that a modern 
government would try to check trade cycles, reduce unemployment, 
bring about distributional justice, help in capital accumulation and 
economic growth, and remove regional disparities. Many governments 
resort to formal planning and an extensive use of the public sector. 
In line with this new approach, we, therefore, come across much wider 
definitions of public finance. Musgrave, for example, says: “The 


complex of problems that centre around the revenue-expenditure 
process of government is referred to traditionally as public finance 
. . .While operations of the public household involve money flows of 
receipt and expenditure, the basic problems are not issues of finance 
(emphasis supplied). . .wc must think of our task as an investigation 
. . .into those aspects of economic policy that arise in the operation 


of the public budget.”® Thus^^^^gJ^sy^ct matter of public finance 


•Philip E. Taylor, Thci 
•CarIC. Plchm, Z/i/rof 


•Richard A. Musgraw 
nomy^ McGraw-Hill B 


^ of P 116 //C r^^d^acmillan, 1957, p. 3. 
to Public Financk^ {JIafeillan, 1926, p. K 


%-A Study in Public Ecc- 





Meaning and Scope of Public Finance 2 1 


is logically, thoi^h not solely, concerned with the financial aspects 
of the business of government.”^ Similarly, Buchanan says: ‘‘The 
£ovemment, considered as a unit, may be defined as the subject of the 
study of public finance. More specifically, public finance studies the 
economic activity of government as a unit.”^ 

The subject matter of public finance thus deals with not only the 
way in which the public treasury operates, it also deals with the 
repercussions of the different policies which the treasury might adopt 
and accordingly deals with the question of choice of these policies 
and operations. Musgrave has advocated an approach in which the 
state sector is viewed as a public household. Such a public household 
has certain objectives which can be grouped into the categories of: 
(/) allocation of resources; (//) adjustments in the distribution of in- 
come and wealth; and {iii) stabilisation of prices and employment. 
We may add that a separate category of objectives covering capital 
formation and economic growth should also be there. In any case, 
a detailed .'♦iidy of public finance brings in various aspects connected 
with the formulation and execution of budgetary policies such as the 
effects of taxation. Relevant conclusions in the theory of public 
finance can be drawn only by bringing in the detailed discussion of 
not only the way in which 'public household’ should itself operate 
(such as in the field of public sector undertakings) but also the way 
in which private sector would react to alternative fiscal measures. 
Such fiscal measures would include, for example, those of taxation, 
expenditure and public debt. Accordingly, it may be emphasized 
that Musgrave's approach, though very useful in focusing our atten- 
tion upon basic objectives of the ‘public household’ and normative 
aspects of its working, cannot help us much unless we are equipped 
with detailed knowledge of the various components of fiscal policy 
and operations and unless our analysis takes into account the relevant 
institutional factors. 

Since a modern government often operates at several levels (federal, 
state and local), therefore, the subject matter of public finance looks 
into the financial problems and policies of the government at different 
levels and also studies the inter-governmental financial relations. 

The subject matter of public finance may be divided into the follow- 
ing main portions' 

( I ) The Theory of Public Revenue. This portion deals with the 
several sources from which the State might derive its income. It dis- 

’Musgravc, op. cit., p. 3. 

'James M. Buchanan, The Public Finance, Richard D. Irwin, 1970, p. 16. 



22 Public Finance 


cusses and analyzes the comparative advantages and disadvantages, 
of various forms of revenue and the principles which should govern 
the choice between them. Of the various sources of public revenue, 
taxation, public debt and creation of additional currency claim our 
special attention. 

(«) In the study of taxation, we cover various principles governing 
the choice of tax measures, the problems of incidence of taxation, and 
the effects of taxation on the working of the economy. 

(/>) Resorting to the printing press by the authorities has its own 
advantages, dangers and limitations and deserve a special attention. 

(c) Similarly, it is convenient to study the public debt problems, 
separately. 

With modern governments, public debt has become an important 
source of revenue, but that is not all. Servicing of the public debt 
causes disbursement of public funds and belongs to the public expen- 
diture side. Moreover, public debt has assumed the role of an impor- 
tant instrument for regulating the working of the economy. 

(2) Theory of Public Expenditure. Through public expenditure the 
government contributes to the financial flows of the economy and 
conditions the demand and supply patterns. Public expenditure is 
also a major tool in the hands of the authorities for implementing 
their welfare, growth, stabilization and other policies. 

(3) Financial Administration. All financial activities involve the 
question of finandal administration. Financial administration relates 
to the public budget, its passing, implementation, auditing and 
simitar otiwr matters. 

(4) Stabilization and Growth. These aspects of the economic pnlicy 
of the government have assumed such a great significance that they 
arc often given'a separate treatment in the discussions of public finance 
theory. 

DISTINCTION BETWEEN PRIVATE AND PUBLIC FINANCES 

It is usual to discuss both the similarities and dissimilarities bet- 
ween the public and private finances. By private finance is meant the 
financial problems and policies of an individual economic unit (which 
does not form a part if State organs) as compared with those of the 
public authorities. 

Similarities 

Modern economies are monetized. That is to say, most of the eco- 
nomic processes have financial counterparts in which financial assets 
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are used (or even created). Some of the activities may be non-finan- 
cial in nature, but a major portion of the activities would involve the 
creation and use of financial claims. Both the private and public 
sectors arc engaged in activities that involve lots of purchases^ sales 
and other transactions. Similarly, they are engaged in production, 
exchange, saving, capital accumulation, investment, and so on. In order 
to finance these operations, the government, amongst other things, 
would be creating money (which is also a financial asset), raising 
loans, making payments, etc. Similarly, apri\ate economic unit would 
also be lending, borrowing, receiving payments, makiiig payments, 
and so on. In these ^e‘^pecls, therefore, both the public and private 
finances are quite similar to each other. 

One may also poiiit out that both the private and public sectors are 
engaged in satisfying the wants of the society. The overall economic 
activities are being shared by the two sectors and in that sense their 
problems and decisions arc similar. Both have limited resources at 
their disposal, and are trying to make the best use of them by taking 
decisions such that the "^most important' wants are satisfied first. 

But the similarities between the two types of finances almost end 
here. The difTcrerxes are quite sharp between the two. 

Dissimilarities 

To begin with, it may be stated that private economic unit has to 
Vne within its means. Tf need be, it may resort to deficit budgeting 
(that is having an expenditure more than the income), but it can do 
so only for a short period and iipto a limit. The State, on the other 
hand, can resort to a polirv of permanent deficit budgeting. The difler- 
cnce emanates from the fact that without rcpa>ing its earlier loans, 
a private economic unit loses its credit standing in the market, but 
this need not happen to the State, The State can plan to add to 
its debt with every budget, and may succeed also. A number of 
governments are doing this virtually. The result is that the public debt 
in many countries is a high proportion of national income. 

Tt is, however, not only a question of the amount of possible 
borrowing that distinguishes between the private a?id public finances, 
it is equally a question of the form of borrowing and the rate of interest 
that the borrower has to pay. A private economic unit cannot raise non-- 
repayable loans, but the Stale may and sometimes does.® The State 

•For example, the Government of India has two non-tcrminable loans: (a) The 
first loan was raised in 1896-97 and is of the face value of about Rs. 8 crores; 
(b) the second loan was raised in 1946 and has a face value of about Rs 248 crorcs. 
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can borrow both internally and externally, that is, it can borrow from 
those who are subject to its authority and from those who are not. 
But a private economic unit (such as a firm) cannot raise an internal 
loan; all its loans have to be ‘external.’ Furthermore, on account ot 
high creditworthiness the State can borrow at a rate much lower than 
the private economic units will be able to. It has generally the help 
of the central bank of the country as an agent and as an underwriter 
when the loans are floated in the market. It draws upon the facilities 
of the banking and other financial institutions more liberally. In some 
cases, the State may even adopt indirect coercive methods to borrow 
at lower rates, as is done in India.*® 

Another important diflerence between the public and private 
finances is the power of the government to create currency, that is, 
money which the creditors cannot refuse to accept in discharge of the 
debt obligations of their debtors. 1 he currency created by the govern- 
ment or a competent authority on its behalf is legal tender. In olden 
days, when currency used to consist of the metallic coins, the power 
■of the government to augment its resources via the use of currency 
was limited. It could resort to the debasement (depreciation) of the 
metallic content of the coins but to a certain extent only. But with 
the introduction of paper currency, the authorities have gradually 
added to their power to increase currency suppl>; and in a number 
of cases, they have now an unbriddled discretionary power to do so. 
The formal technical restrictions often can be waived if the govern- 
ment so wants. Such types of restrictions only indicate procedural 
handicaps but not essential checks. 

The upshot of the argument is that the government can just create 
purchasing power and join the demand side of the market and take 
away a share of the produce. The rest of the economy will be left 
with much less supply of goods and more money than before. A 
private economic unit cannot do so. Its obligations can never become 
legal tender. A private economic unit is always expected to pay back 
its obligations. The issue of paper currency does not impose any 
such obligations on the government. 

There is a basic dilference between the approaches adopted in pub- 
lic and private finances. Private finance follows "the market principle', 
or the principle of eco omic rationality; but the public finance follows 
the budget principle. “The essence of the budget principle U that the 
services in this sphere are determined not by profit expectations and 

'•Wc have what is called a ‘captive market’ for public debt whereby the banking 
and other institutions are forced indirectly to subscribe to government loans. 
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the willingness of the individuals to spend their money for the pur* 
■chase of such services, but by decisions reached through political and 
administrative procedures and based on common social objectives.**^^ 
The State does not go by the principle of quid pro quo. 

Quite often, in private finance, the view taken would be a short-term 
one. It is not so with the State. The State would be considering the 
interests of the economy as a whole and for that purpose, would be 
ready to suffer commercial losses, both in the short run and in the 
long run. Also the State would keep in mind the fact that the society 
is a perpetual entity and for its welfare many activities are needed 
which have no immediate economic return, even to the society. An 
■example in case is the investment of the State in removing untouch- 
ability. 

It is generally pointed out that while a private economic unit would 
be proceeding hy first ascertaining its income and then determining its 
expenditure, the government first decides about its expenditure and 
then gof'. '’'nd to seek revenue for it. Tt is an erroneous idea based 
upon the outmoded flunking that the activities of the State would be 
confined to the minimum possible and that the State would then find 
out the best wa\.s of financing them. These days, however, it is not so. 
It is realized that the activities of the State are not fixed ones. They 
are ever widening and w ith the increasing complexity and growth of 
the socieU , it is found that the need to increase State activities is 
going up. The government, therefore, has to expand its activities and 
such expansion is restricted, amongst other things, bv financial consi- 
derations also. Though the State, theoretically speaking, has complete 
powers of raising more revenue through taxation, confiscation, bor- 
rowing, and printing notes, it would use these powers onlv within 
limits so that the fabric of the economy is not out-stretched. For 
example, over-borrowing by the State could starve the capital market 
and private investment. Too much of note printing would lead to 
inflationary pressures and other problems in the economv. Excessive 
taxation mav discourage saving and investment and productive activi- 
ties in the economv, and so on. Therefore, in practice, the govern- 
ment does not use these powers indiscriminately. It realizes that in the 
ultimate sense it can use more resources either bv transferring them 
from the private sector or bv producing them. Taxation, borrowing, 
and printing notes bv themselves not add to the productive resources 
of the society. They onl> lead to the transferring of resources to the 

“Gerhard Colm, Essays in Public Finance and Fiscal Policy, Oxford University 
Press, 1955, p. 9.' 
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State. For various reasons, the government may not and would not 
want to transfer these resources at a rate faster than the existing one. 

Therefore, the expenditure programme of the government is. to a great 
extent^ conditioned by the revenue considerations. Moreover, in terms 
of its philosophy, the State may find itself unable to extend the sphere 
of taxation. Thus, these days, most go\ernments have a system of 
progressive taxation whereby the richer sections arc taxed mere heavily. 
If they arc already taxed as much as could be acceptable, the govern- 
ment may not want to extend its tax net which will then catch the 
poorer sections. 

In the same manner^ a private economic' unit does not mechanically go 
about deciding how much to spend. The wants of a private economic 
unit would also be generally loo many and within limits it has to 
work out the possible ways of increasing its income. 

TV/zw, we note that in spite of some similarities between the public and 
private finance^ there are some very important fundamental differences 
between them. In order to study public finance, we have to keep these 
basic differences in mind, since it is obvious that on their account a 
number of private financial principles will not apply to public finance. 
Differences like the very objectives of private finance and public 
finance, or the ability of the authorities to create money, to borrow, 
to tax, and so on cannot be ignored. But in order to appreciate the 
basic nature of public finance, it is equally essential to remember that 
the public sector is a part and parcel of the economic totality of the 
economy. The activities of the public and private sectors are interre- 
lated and interdependent and involve'a good amount of mutual trans- 
ferring of resources. The policies adopted by the authorities have to 
be analyzed in the light of these observations. Public sector is, as 
we have seen earlier, not something superimposed upon the private 
sector. It is to be viewed as a part of the total economic system and 
not something to exploit the private sector. 

In order to understand the nature of public finance and its princi- 
ples, one has to be equipped with the knowledge of the way the eco- 
nomy as a whole works, the way various financial flows take place in 
the economy and the ci -rrcsponding economic activities that are there. 
The activities of the State bring about changes in these financial flows 
in their own ways and the subject matter of public finance has to be 
discussed in the light of all these implications. 

PUBLIC FINANCE AND THE ECONOMIC SYSTEM 


As seen above, the classical approach to the study of public finance 
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was in terms of minimum of governmental activities. It was based 
upon the assumption that the private sector was always more efficient 
than the public sector from which it followed that to the extent possi- 
ble, the economic activities should be entrusted to the private sector 
only. It was argued, accordingly, that the ‘sound budgetary policy’ 
of the government was to balance the budget. Running into deficits 
would make it indebted to the market. The very cxi^'tence of the 
public debt causes a financial burden upon the future public budgets 
and an ‘undue’ interfercixe with the working of the economy.^- If 
at all the government runs into a deficit, say during a war, it should 
try to redeem the consequent debt as quickly as possible. There is 
another danger in the practice of budgetary deficits. Since it is easier 
to transfer resources from the private to the public sector through 
deficit financing (especially through printing of additional currency) 
than through additional taxation, the government tends to indulge in 
irresponsible spending and creates inflationary pressures. Similarly, 
one can argue against surplus budgets. A surplus budget would imply 
a heavier than needed taxation and would tend to reduce the demand 
in the market with possible unemployment and depression. 

It was realized, in due course, that the market mechanism, which 
guides the working of the private sector is not an unmixed blessing. It 
leads to certain undesirable results such as discussed below. 

A market economy is subject to trade cycles which, with the passage 
of time, tend to increase in amplitude and severity. This indicates a 
need for stabilizing the income and employment in the economy. 
These days, the discussion of stabilization policy forms an integral 
part of the theory of public finance, further, market mechanism not 
only generates income and wealth inequalities, it also perpetuates 
them and enhances them. Amongst other causes, one reason for this 
phenomenon is the fact that in market mechanism income dislributiiui 
takes place neither on the basis of the relative needs of the members 
of the society, nor in terms of their relative contributions to the 
national inciune. Instead, income distribution takes place in terms of 
the ownership of the factors of production and then* pricing in the 
market.^^ In addition to large-scale inequalities and recurring un- 

^‘Ricardo, for example, called die public debt a ‘terrible scour ge.*5'c’^ David 
Ricardo, “Principles of PolUical Lconomy and Taxation," The lVo}ks ami Corns- 
pondence of David Ricardo^ Vol. I, p. 197, 

“An individual member of the society may supply vaiious factors of production 
to the economy, ^has his labour, capital, land etc. His income fiom any one 
factor will depend upon the amount of the factor he supplies and the rale at 
which the said factor is paid for in the market. By adding his earnings Jrom all the 
factors supplied by him, we gel hi.s total income. 
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employment, there is no social security. Members of the society are 
not entitled to any help in the event of unemployment, sickness, and 
so on. Furthermore, market mechanism is not particularly suitable 
Tor the supply of either public goods or merit goods. 

All these considerations strengthen the case for the public sector 
'as an effective alternative to the private sector in many ways. Some 
specific arguments have also been extended in favour of the public 
sector. We have seen some of these arguments, such as the need to 
have the public sector for the provision of public goods and the 
•merit goods. Protection of the labouring classes against unemploy- 
ment, sickness, old age, etc. is an important consideration with the 
authorities. These days they are equally concerned about the need 
to stabilize the economy. Such a stabilization requires regulation of 
the effective demand in the country. Accordingly, the old dictum that 
the government must try to balance its budget as a ‘sound budgetary 
policy’ stands discredited. It has given place to what is called the 
■“functional finance.”^^ According to it, what is needed is not a 
balanced or unbalanced budget as such, but stability and growth of 
income and employment in the economy. For this purpose, it may be 
necessary to add to or subtract from the effective demand created by 
the private sector. If a particular tendency, such as a deficiency of 
effective demand, persists in the private sector, there would be no 
harm if the State sector repeatedly incurs a deficit. The emphasis here 
is on the relevance of the total effective demand which both the private 
and the public sectors have to create rather than worrying about the 
recurrence of a deficit oi*a surplus budget as such. “If one adopts 
wholeheartedly the principle that governmental financial operations 
should be regarded exclusively’as instruments of economic and public 
policy, the concept of a balanced budget, however defined, can play 
no role in the determination of that policy.’’^® 

This view is furtherstrengthened by the recognition that public debt 
can be an important and effective instrument of economic policy, 
especially in stabilization. This view was emphasised by the Radcliffc 
Committee’* in England. The precise way in which public debt may 
be used as a stabilizing instrument is debatable, but its importance is 
beyond doubt. 

“A P. Lcrner, “Functional Finance and the Fcdeial Debt,” Soe. Research, 
Februaiy 1943- 

"A.H. Hansen, Fiscal Po icy anti Business Cycles, p. 188. 

"Committee on the Working of the Monetary System (Radcliffe Committee), 
Heport, Cmnd. 827, Her Majesty's Stationery OflSce, Great Britain, August 1959. 
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Gurley and Shaw, in their famous book Money in a Theory of 
Finance^}’’ have provided a theoretical basis for creating public debt. 
According to this view, an economy can have a healthy growth only 
if it has a sound financial structure. In such a financial structure, the 
public debt has an important and indispensable role to play, since the 
financial structure is dependent upon the provision and soundness of 
public debt (including the currency supply). 


"John O. Gurley and Edward S. Shaw. Money in a Theory of Finance, The? 
Brooldngs Institution, 1960. (Reprinted by Motilal Banarsidas. Delhi). 



3 PRINCIPLE OF MAXIMUM 
ADVANTAGE 


The Principle 

Mnancial operations and policies of the State have assumed signi- 
ficant proportu'iis in the fii.arcial Hows of most modern economics. 
Budgetary and debt policies ha\c now become important tools in the 
hands of the aulhc ritics fi.r regulating the ecv>nomy. The authorities 
are constantly adding to, subtractii.g from and bringing about other 
chai'ges in the economy's financial flows through public expenditure, 
taxation, and so on. This way, a constant reconditioning of the 
demand and supply forces is taking place and thus public finance has 
become an important variable in the determination of national in- 
come, employment, output, prices and other parameters in the econo- 
my. It is, therefvire, imperative that such an important and potent tool 
like the public fitjance be used with judicious and thoughtful planning. 
The purpose should be to design the policy and operations of public 
finance so as to achieve the maximum possible welfare or advantage 
for the society as a w'hfie. The criteria adopted in this connection 
may collectively be called the ‘Principle of Maximum Social 
Advantage.’ 

The principle of inaximam social advantage was not approached 
in a proper way by the older writers on public finance. They made 
unrealistic assumptions and reached faulty conclusions regarding the 
best possible public finance policy or the optimum level of budgetary 
activities of the State. Their main fault was that they assumed that 
the State was an entirely extraneous body to the main economy 
(which was considered to be a market economy). The State, according 
to them, was a necessary evil which could not be done away with. 
But it was an economic burden upon the economy and, therefore, the 
best possible position was the one where the State activities were 
kept to the minimum. In order to maintain itself and its necessary 
operations, the State had to raise revenue through taxation. This 
made the society poorer than it was because taxes are con^ulsory 
levies upon the resources of the society. In other words, it was 
believed that every tax caused a disutility to the society on account 
of the fact that some resources were transferred from the society 
to the State. The welfare of the society suflered accordingly. The 
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general coi'.clusion, therefore, was that the society must be taxed as 
little as possible. It was on this basis that J.B. Say pointed out in 
the nineteenth coitury that “the very best of all plans to finance is 
to spend little and the best of all taxes is that which is least in 
amount.” It amounted to saying that the State activities must be 
kept to the minimum. This was another way of .saying that the best 
the State can do for the econonjy is to keep the harm (that it inflicts 
upon the econc my through taxation) to the minimum. 

By agreeing with the unrealistic assumptions that all taxes drain 
away the economy’s resources and that all public expenses restore 
these resources to the economy, we can lay down prescriptions 
regarding government's budgetary policy aimed at achieving maximum 
social advantage. With this end in \icw, we make the following 
additional simplifying assumptions. 

((■) The public revenue consists of only ta.xcs (and not of gifts, 
loans, fees, etc.), and the State has no surplus or deficit budgets; 

(ii) Public expenditure is subject to diminishing marginal social 
benelii and the taxes arc subject to increasing marginal social dis- 
utility or cost. It implies that the State expenditure will be first 
directed towards those lines which are most beneficial to the society 
and the State taxes will drain away resources from those lines where 
they are least useful. 

On this basis, as the State increases its taxation and expenditure 
aclix ities, the social benefit from each additioral rupee spent falls 
while the dissatisfaction from each additional rupee taxed increases. 
This way, a stage is arrived at when the rising marginal dissatis- 
faction of taxation becomes equal to the falling additional social 
benefit of expenditure. At this stage, the State should stop expanding 
its public finance operations. It is no longer bei eficial to further 
expand the State activities because the social benefit of the marginal 
unit of public finarce operation is no longer larger than the corres- 
ponding social dissatisfaction. However, on all theintra-marginalunits 
of taxation and corresponding State expenditure, there would be a 
net gain and the sum total of this gain would be the maximum 
possible when the marginal social benefit and marginal social cost are 
equated. Thus, at this stage the public finance operations would be 
yielding the maximum possible advantage. 

The above proposition of maximum social advantage can be 
depicted graphically also (Fig. 3.1). Through this graph the optimum 
tax and expenditure activity of the State can be determined. In the 
accompanying diagram, let public expenditure and taxation be mea- 
sured along the A"-axis and let the social benefit and cost be mea- 
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sured along y>axis. The quantities measured along T-axis will be 
positive if measured above JT-axis and negative if measured below 
y-axis. As a result, the curve showing the marginal social benefit from 
public expenditure will lie above the A-axis and the curve showing 
marginal disutility from taxation will lie below AT-axis. In the dia* 
gram, the curve BB’ shows the marginal social benefit accruing to the 
society from different amounts of the public expenditure. The curve 
DD' shows the marginal social cost to the society from the taxation 
levied by the State. The difference between BB' and DD' indicates the 



FIG. 3.1 

net social benefit or advantage (that is the excess of the benefit over the 
cost to the society), and is depicted by the curve NN'. We find that 
\vhen an amount OM is taxed and spent by the State, then the mar- 
ginal social benefit and marginal social disutility are equated {MP 
being equal to MQ). Till then, the gain to the society is more than 
the loss. It is here that the State should stop expanding its activities. 
The net gain to the society (or the maximum possible social advan- 
tage) is equal to the shaded area ONM. If the State stops its public 
finance operations at a figure less than OM, the society will be fore- 
going a possible gain. If the operations are expanded beyond OM 
the total net benefit will again start falling. * 
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LiniUations 

The simple exposition of the principle of maximum social advan- 
t age as described above suffers from some obvious limitations. 

(1) The principle of maximum social advantage can be refuted even 
if we agree with the proposition that the State is a superimposed 
entity upon the economy. So long as wc agree that it is essential to 
have the State and that it is nece.ssary for the State to perform certain 
basic functio.’S like the protection of the st cicty from both internal 
disaster and external aggression, it follows that the benefits from the 
existence of the State are njorc than the cost of maintaining the State. 
Actually, without these basic functions of the State the very existence 
of the society cannot be guaranteed. And also, the protection avai- 
lable to the society invisibly adds to its productive efficiency. 

(2) As Dalton points out, there is no basis for a generalization 
that every tax is a burden upon the society and that every State 
expenditure is a benefit for it. We can explain this point with many a 
real life ex-imple. A tax on the consumption of narcotics and other 
harmful drugs cannot be called a burden upon the society, though a 
similar tax on education or sanitation will be. Similarly, if the State 
undertakes the provision of sticial overheads and other public utili- 
ties, it leads to the emergence of external economies. Through them 
the cost of production falls, efficiency in production goes up and the 
economy benefits. The State through its activities £may succeed in 
breaking the vicious circle of poverty of an underdeveloped country 
and in this way it may return to the economy (in the form of econo- 
mic growth) more than it gets from it. 

(3) Moreover, budgetary benefits and ill-effects to the economy are 
not generally limited to the period covered by that budget only. 
Effects of one budget would mostly spill over to the following periods- 
Accordingly, appropriate time lags and effect-spreads should be 
worked out, and it would be a deficient logic to argue in terms of 
any single budget. 

(4) If we assume that all taxes are harmful and all public expendi- 
ture is beneficial, we arrive at some absurd results. For example, it 
will follow that the best course for the State would be not to levy any 
tax at all and finance all its activities through deficit financing only. 
It is very easy to demonstrate the absurdity of this conclusion. We 
must remember that taxes by themselves, or public expenditure by it- 
self would not destroy or create any resources; through them only a 
transfer between the private sector and the public sector of the econo- 
my will take place. Any variation in the overall resource availability 
that may come about would be only an indirect result of the public 
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finance operations. 

(5) Non-tax revenue incluv.^es fines, fees, profits from public under- 
takings, use of the printing press, market borrowings, and so on. 
These sources of revenue cannot be dismissed as unimportant either 
quantitatively or in terms of their effects on the welfare and working 
of the economy. 

(6) Every State is committed to certain expenses— a liability it can- 
not free itself from easily. These expenses include the maintenance of 
the State itself, defence of the country, maintenance of law and order 
in the society, imparting justice to the people, certain welfare mea- 
sures (such as t'ld age pensions), servicing of the existing debts, and 
so on. Even if the authorities believe that some of these expenses 
should be reduced, it is not easy to do so. 

(7) The effects of public finance operations are complex a’ld wide- 
spread. It is not easy to identify and quantify these repercussions. 
Thus, indirect taxes often change the relative prices of the commodi- 
ties being taxed. This changes the demand, consumption, production 
and investment patterns of the society. The welfare and growth effects 
of public finance operations cannot be linked with the amounts of 
taxation and public expenditure. 

(8) To as.sume that the government budgeting should not involve a 
surplus or a deficit is a highly unreali'-lic restriction. If the objective 
of the budgetary policy is to be of maximum advantage to the eco- 
nomy, such a restriction is most likely to hinder the attuiiunert of 
this objective. Contra-cyclical budgetary mea'-ures to olTot the fluc- 
tuations in the demand generated by the private sectvir are often 
suggested. In an underdeveloped country, a deliberate deficit bud- 
geting may be needed to stimulate savings and capital accunnilation. 

(9) To argue the determination of an optimum level of State acti- 
vities in terms oi aggregates is highly objectionable. The actual com- 
position of the revenue and expenditure aggregates W( iilci be equally 
relevant to the discussion of what benefits or harms the budgetary 
operations might bring to the economy. This, therefore, brirgs in a 
host of relevant questions regarding institutional and ccoi omic frame- 
work of the country such as income and wealth inequalities, the 
regional imbalances and the like. To put it differently, the question of 
determining the optimum level of State activities leads us to consi- 
der in detail the effects of alternative budgetary policies at different 
levels and in all their details; and without such an amJy.sis no 
meaningful answer is possible. 
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The Principle in Practice 

If the principle of maximum social advantage as explained above is 
unrealistic and suffers from so many limitations, should we give it up 
totally? The answer is, no. Instead, we should try to make it more 
realistic and capable of yielding policy conclu>it)ns. For this purpose, 
we first show that it is highly undesirable to limit the State’s budge- 
tary activities to the minimum possible. And then we try to find out 
the tests which could tell us as to when the budgetary activities of the 
State were adding to the social advantage. 

The case for the limiting of the State activities rests on the 
assumption that the private (market) sector of the economy is capa- 
ble of generating full emplo>ment and that it is always more efficient 
than the public sector. Given these assumptions, it follows that the 
State should try to limit itself to the minimum possible role, though 
within this role, it c^'uld choose between different taxes and expen- 
ditures in a judicious manner. But we note that if one of the above 
mentiop'^a two implicit assumptions is discarded, the question 
assumes an entirely different complexion. If the market economy 
is not that efficient, then? If it cannot guarantee full employment, a 
case for State intervention arises. Even after granting that private 
sector is productively more efficient than the public one, a number 
of situations arise which spell out sub-optimal resuits — that is to say 
the results in terms of employment, capital accumulation, rate of 
growth and so on are not the best possible. Similarly, left to itself 
the market economy would generate fluctuations in income, employ- 
ment, and prices. There would be inequalities of income and wealth. 
The State must come forth to bring about optimal results in the 
economy by removing these defects. 

Furthermore, we rauat remember that though competition is 
supposed to guide the economy according to the consumer’s sover- 
eignty, there are really two defects here. 

Firstly^ on account of inequalities of income and wealth, the 
demand pattern generated in the market does not really display the 
true needs of the society. Quite a number of luxuries are demanded 
at the cost of necessities which the poor people cannot afford to buy 
for want of purchasing power. There is also a shortage of public 
goods due to non-profitability of these products. 

Secondly, the market competition, in practice, tends to degenerate 
into a monopolistic competition in which there is a lot of wastage 
on account of selling expenses, unutilized excess productive capacity, 
hoarding, speculation, and so on. 

Having shown that the State cannot remain indifferent to the 
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working of the economy, we proceed to look for the tests of 
maximum social advantage. To make these tests realistic we treat the 
State as a part and fared of the economy. In such a case, it is 
obvious that the sweeping statements like the ones asserting that all 
taxes are leakages from the economy’s resources and that ail public 
expenditures are additions to them, lose their meaning. What is rele- 
vant is, then, the net effect of the activities of the State both in 
taxing the economy and in increasing the public expem'iture. 
Furthermore, it would not be proper to compare the total of 
taxes with the total of public expenditure. We shall have to 
look into the composition and magnitudes of these taxes and their 
rates etc. Similarly, the composition and magnitude of public 
expenditure will hav e to be analyzed before any final judgment can 
be delivered. For example, for curbing inequalities of income and 
wealth, and for curbing monopolies or inflation the State may be 
imposing taxes. Such taxes arc likely to have beneficial effects. It must 
also be remembered that not all public revenue comes from taxes 
alone and not all public expenditure need be in money terms. For a 
proper and fuller analysis we have to look into the incidence and 
effects of taxation and effects of public expenditure, and so on. 

Thus, till now, we come to the conclusion that it is not possible to 
generalize either about the benefits or about the disutility of public 
expenditure and taxes. A proper study of the tax and expenditure 
structure is needed to arrive at the relevant and useful conclusions as 
to whether some existing taxes should be replaced, added lo, abo- 
lished or changed. Similarly, a fully detailed analysis of the public 
expenditure is needed. But this is not an easy task. In the economy, 
the results of many State activities cannot be put in quantity terms. 
As examples, we can mention the removal of untouchability, 
spreading of education, improvement; in health and sanitation, and 
so on. Almost every State activity has widespread effects and it is 
nearly impossible to estimate all these effects In other words, it is 
very difficult to devise objective tests of benefits and losses to the 
society and thereby get the maximum social advantage arising out of 
State activities. 

However, even under these diflScult (but realistic) conditions. 
Professor Dalton gives us certain objective tests according to which it 
can be ascertained whether the public finance operations are adding 
to the social advantage or not. These tests are formulated by assum- 
ing that there arc certain desirable objectives which the society should 
try to achieve. It is thought that there would be no difference of 
opinion about the desirability of these objectives. 
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The first such test is that of preserving the society. If it is agreed 
that the society, as it exists, is worth preserving, then the public 
finance system which ensures adequate protection to the society 
against both foreign aggressions and internal disruptions is worth pur- 
suing. In other words, if the public finance operations are directed 
towards protecting and preserving the society, then such operations 
are certainly adding to the social advantage. 

The second test which Professor Dalton mentions is that of increa- 
sing the economic welfare of the community. This welfare involves 
two aspects: (a) an improvement in production; and (b) an improve- 
ment in the distribution of national income. 

An improvement in production should not be taken to mean an 
increase in current output as such, but basically an increase in the 
productive capacity of the economy. It would not be desirable to 
increase current output through capital consumption. Improved pro- 
ductive capacity implies capital accumulation, reduction in unemploy- 
ment, better utilization of resources, and an increase in the produc- 
tive efficiency of the workers. Therefore, the public finance operations 
which help the economy in achieving an improvement in production 
add to the social advantage. 

The second aspect of the welfare, namely, an improvement in the 
distribution of national income, is a complicated thing. It covers both 
“efliciency” and “equity” sides of distribution. Efficiency in distri- 
bution relates to aggregate of satisfaction only, while equity relates 
to the redistribution of satisfaction such that one party gains at the 
cost of the other. Normally, the two aspects are so intermixed and 
interdependent that a decision involving efficiency affects equity also 
and vice versa. The welfare aspect of distribution of national income, 
therefore, does not lend itself to an easy treatment. Quite often, we 
are not even able to find out whether certain decisions are adding to 
the efficiency of distribution or not. In other cases, the efficiency and 
equity sides might clash, so that improvement in one would imply a 
deterioration in the other. It is not, therefore, possible to lay down 
full-fledged scientific criteria of social advantage. But we can recom- 
mend some commonsense steps about which, on general grounds, 
there is not much chance of a difference of opinion. We can, for 
example, advocate reduction in inequalities of income and wealth, 
reduction in unemployment, uplifting the standard of living of the 
people, bringing about a higher rate of economic growth, bringing 
about economic stability in the economy, and so on. 

Mrs Hicks has also suggested two sets of criteria for judging 
whether a particular public finance operation or policy would add to 
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the net social benefit or not. The first is called the production optimum 
and the second is the utUity optimum. 

By reallocating the productive resources of the community, it is 
generally possible to vary the output. According to Mrs Hicks, an 
optimum in production is achieved if we cannot increase the produc- 
tion of any commodity through reallocation of productive resources 
without reducing the output of another commodity. It is very clear 
that by itself, this criterion is quite ambiguous and may be even 
misleading. Increasing production of one commodity may necessitate 
reducing that of the other, but the total output may increase. Mrs 
Hicks’s production optimum is satisfied if full employment is achieved 
and there is no wastage of existing productive capacity. However, it 
must be noted that budgetary operations and policies arc not always 
successful in achieving even these conditions. If they could, many of 
the economic ‘ills of the world of today would not have been there. 
Again, this criterion of production optimum has been in terms of 
short-run only. In the long-run, it is possible to think in terms of 
various alternative wa>s of augmenting the productive capabilities of 
the economy. These would include decisions about the creation and 
expansion of social overheads, capital goods sector and investment in 
human capital. 

Utility optimum of Mrs Hicks is related to the composition of the 
national output and the relative importance of its component ele- 
ments. By varying the composition of national income, its total 
utility to the society may be increased or reduced. When a situation 
is reached whereby such a variation cannot possibly add to the total 
satisfaction, the utility optimum is said to have been achieved. The 
difficulty with this criterion arises out of the fact that utility cannot 
be measured and therefore definite measures of relative importance 
of different goods and services cannot be laid down. Furthermore, 
such measures of relative utility are subject to a variation over time, 
over place and between individuals. 

All said and done we find that the idea contained in this principle 
is useful, though the principle itself cannot be applied in strict 
quantitative terms. Instead, we should pn ceed with the aim of 
making overall budgetary policy of the government as useful to the 
society as we can. To this end, we should first equip ourselve.s with 
adequate theoretical Knowledge and empirical evidence regarding 
the immediate and long-term repercussions of various budgetary 
measures. We have then to choose between various alternatives 
which budgetary policy offers including the level of State activities, 
the composition of tax and non-tax revenues, the rates of such taxes. 
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and similar considerations regarding the expenditure side of the 
budget. All these decisions, therefore, have to be taken in the light of 
our objectives and the extent to which they can be achieved in 
practice. It may also be emphasised that the effectiveness of budge- 
tary measures can be tremendously enhanced by improving the official 
accounting system and by introducing programme and performance 
budgeting. The optimum level of State activities is not a fixed quan- 
tum. It would depend upon all the relevant coiisidcrations enumera- 
ted above, viz., the objectives, their practicability, their relative costs 
and benefits, the administrative cap >.bility of the government inclu- 
ding the accounting system and the programme and performance 
budgeting, the ins'.itulional and cco''omic framework of the society 
and the like. Therefore, in overall te.'-ms, we can only proceed to 
think of the particular projects, their social costs and benefits and 
whether or not they should be in the public sec.or. • 



4 PUBLIC REVENUE— GENERAL 
CONSIDERATIONS 


Like any other economic unit, a government also needs funds to 
finance its activities. Such funds are raised from various sources. It 
is difficult to gi\ e a complete list of all the sources of public revenue, 
but the important and common sources of public re\ enuc would 
include taxes, income from currency, market borrowings, sale of 
public assets, income from public undertakings, fees, fines, gifts and 
donations, etc. Professor Dalton^ points out that in some cases it 
may be useful to make a distinction between public receipts and 
public revenue. While public receipts would include income from all 
sources, public revenue is a narrower concept and docs not include 
public borrowings, income from the sale of public assets, or income 
from the use of the “printing press.”® 

Before we take up a theoretical distinction between various forms 
of public receipts, it would be helpful to illustrate different kinds of 
public receipts by looking at the receipts of the Government of India. 
Central Government receipts are divided between two main cate- 
gories — revenue receipts and capital receipts. Our Constitution under 
Article 1 12 makes it obligatory to divide our budget into revenue 
and capital portions. But this distinction also rests upon an economic 
reasoning. Capital budget covers the creation and disposal of assets 
and liabilities, particularly connected with variouspr ojects. Revenue 
budget covers the current receipts and running expenses. It is for 
this reason that interest, dividends and profits are included in revenue 
portion of the budget. 

Revenue Receipts 

Let us first take up the receipts under revenue account. These 


’H. Dalton, London, Routlcdge & Krgan Paul 

Ltd., p. 26. 

*This term is used to denote the additional money supply treated by the 
authorities by printing and issuing paper notes. By this act, the authorities add 
to the purchasing power available to themselves. 
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receipts are divided into tax-revenue and non-tax revenue. Tax- 
revenue itself is divided into three sections: 

(a) Taxes on income and expenditure: This section covers corpo- 
ration tax, income tax and similar other taxes, if any, in force. 

(b) Taxes on property and capital transactions: This section in- 
cludes estate duty, wealth tax, gift tax and ‘others,’ such as land 
revenue and stamps and registration fees with respect to Union 
Territories without legislature. 

(c) Taxes on commodities and services: This section includes cus- 
toms (namely import duties, export duties, cesses on export and 
other receipts), union excise duties (namely basic excise duties, auxi- 
liary duties, earmarked cesses, and additional excise duties in lieu of 
sales tax) and other miscellaneous receipts like the following: certain 
taxes which the Central Government levies and collects in Union 
Territories and tax on foreign travel etc. 

The non-tax revenue is similarly divided into three sections: 

(а) Currency, coinage and mint: This category covers the receipts 
of Curicncj Note Press at Nasik, Security Paper Mill at Hoshanga- 
bad. Bank Note Press at Dewas and of the Mints. Profits from circu- 
lation of small coins are also included here. 

(б) Interest receipts, dividends and profits: This section comprises, 
apart from interest receipts on loans by the Central Government, 
dividends and profits from public sector undertakings and contribu- 
tion from railways and posts and telegraphs and also includes surplus 
profits of the Reserve Bank of India transferred to the Government. 

(c) Other non-tax revenue: This section covers revenue from 
various government activities and services such as from administra- 
tive services, public service commission, police, jails, agriculture and 
allied services, industry and minerals, water and power development 
services, transport and communications, supplies and disposal, 
public works, education, housing, information and publicity, broad- 
casting, grants-in-aid and contributions etc. 

Capital Receipts 

Here the first category is that of market borrowings — loans which 
have a maturity of 12 months or longer at the time of issue. Receipts 
on this account would be considered as market borrowings even 
when some of these loans are taken up by the Reserve Bank of India. 
Part of these long-term loans may consist of funding of ad hoc 
tieasury bills (that is, the conversion of these treasury bills, which 
have a maturity of 13 weeks at the time of issue into 
loans). Borrowing will also include special bonds, if any. For exam- 
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pie, in 1975-76, the Central Government borrowed throuiih spedaf 
bonds under Voluntary Disclosure Scheme. 

The second category of capital receipts is that of external loans. It 
may be noted here that only the Central Government is authorized 
to raise loans from abroad. 1 he next category of capital receipts con- 
sists of recoveries of loans and advances made by the Central 
Government to State Government, Union Territories and non- 
Governnient parties. There arc also receipts in terms of ^mall savings 
which comprise of Post Office Savings Bank Deposits, Post Office 
Time Deposits, Cumulative Time 13eposits, Recurring Deposit- and 
National Savings Certificates. Tvvo-thirds of the net Small Savings 
collections in each State arc p.iid to th 't State as loans. Besides, for 
every 5 per cent excess over the national avciage of the ratio in a State 
of net to gross collections, that State is paid additional loans to the 
extent of 2s per cent of net collections. 

We have aNo the category of provident funds. State Provident 
Funds relate to various provident funds of the Government emplo- 
yees, while Public Provident Fund repre.sents collections under the 
Public Provident Fund Scheme framed under the Public Provident 
Fund Act. I9''8. There are also collections under Special Deposit 
Scheme introduced by the Goveinment of India with effect from 
1 July 1975 which enables the non-Government Provident, Supci- 
annuation and Gratuity Funds to invest 20 per cent of their monthly 
accretions. 

Other capital receipts represent the net effect of transactions oscur- 
ring under other funds and accounts, deposits, suspense, remittance 
etc. These receipts, foi example, include special borrowings from the 
Reserve Bank of India, deposits under the Scheme of Compulsory 
Deposit of Additional Wages, h df of Dearness Allowance increases 
and percentages of income of income-tax payers. The e aic al-o 
deposits of US Rupee Balances, Railway RcsertC 1 und. Railway 
Pension Fund, Railway Depreciation Reserve 1 und, Railway Revenue 
Reserve Fund, Railway Development 1 und. Railway Accident Com- 
pensation, Safety and Passenger Amenities Fund, P «.y, T Revenue 
Reserve Fund, etc. 

In this and some of the following chapters we '•liaT dissuss taxa- 
tion. This will be followed by an analysis of public debt and public 
undertakings. 
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TAX REVENUE DISTINGUISHED FROM NON-TAX REVENUE 
What is a Tax? 

Taxes happen to be such an important source of public income 
that it is quite usual to talk of tax and non-tax revenues of a 
government. A tax is a compulsory levy and those who arc taxed 
have to pay the suras irrespective of any corresponding return of 
services or goods by the government. In other words, a tax-payer 
does not receive a definite and direct quid pro quo from the govern- 
ment.® Note the word direct here. It is not a price paid by the tax- 
payer for any definite service rendered or a commodity supplied by 
the government. The tax-payers do get many benefits from the govern- 
ment but no taxpayer has a right to any benefit from the public 
expenditure OT //jr that he is paying a tax. The benefits of 

public expenditure may go to anyone irrespective of the taxes raid. 

A tax is a liability imposed upon the tax assessecs who may be 
individuals, groups of individuals, or other legal entities. It is a 
liability lo p,iy an amount on account of the fact that the tax asse- 
ssces have income of a minimum amount and from certain specified 
sources, or that they own certain tangible or intangible property, or 
that they carry on certain economic activities which have been chosen 
for taxation. Thus, a tax is a generalized exaction.^ It may be noted 
that a public receipt containing an element of compulsion docs not 
automatically become a tax. In order to be a tax, the absence of a 
quid pro quo is necessary. As we shall see, the element of compulsion 
exists in case of some other public receipts also. 

Pilblic authorities charge prices for specific services or goods supp- 
lied by them. Here the individuals and firms etc., pay voluntarily for 
the purchase of these goods and services, but the element of com- 
pulsion is not always missing. If the authorities have a monopoly of 
the good or service in question (such as the city bus service) and if 
they choose to charge a price in excess of the 'competitive' one (that 
is the cost of production inclusive of normal profit), then the ‘excess’ 
price being paid becomes a tax for the buyers. Wc must, ho .x ever, 
remember that it is not easy to '•eparatc the elements of pure price 
and taxation in such situations and the prob'eiu becomes more com- 
plicated when the public undertakings have a high cost of production 


^Quid pro quo means something given or taken as equivalent to anothci . 

*E. H. Plank (with the collaboration of J. W. Jackson), Public Finance^ 
Richard D. Irwin, Inc. 1953, p. 126. 
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on grounds of inefficiency. Again, there may be some goods or 
services regarding which the ‘consumers’ have no choice. The 
authorities may thrust the supplies on them compulsorily and collecti- 
vely even when all the members of the society do not want them. 
A municipal corporation would, in all probability, provide street 
lighting and other services and charge for them from every house- 
hold. 

This does not exhaust the li^it of public receipts which contain an 
element of compulsion. We can also mention the ‘special assess- 
ments,’ the fees and fines. A special assessment (or a betterment 
levy) is a kind of a special charge levied on certain members of the 
community who arc believed to be the beneficiaries of certain 
government activities or public projects. For example, due to 
provision of parks or other facilities, the land values in the neigh- 
bourhood may go up. On account of the provision of irrigation 
facilities the productivity of the irrigated lands increases and the 
land prices move up. Such benefits arc not due to the efforts of the 
property owners. They gel an ‘unearned increment’ which the 
authorities would like to take away for various reasons. Being a 
compulsory payment, a betterment levy is like a tax. But since 
there is a quid pro quo (some people get the benefit out of a project 
and they pay for it), it is like a price. 

Fines (such as court fines) are also compulsory payments without 
any quid pro quo but they are different from taxes because fines are 
imposed to curb certain offences and not to get revenue for the 
State. In this sense, fines are not taxes. Similarly, Import and export 
duties may be imposed with different intentions in mind. If the 
intention is to get the revenue for the public treasury, they are taxes. 
But if the intention is to regulate the flow of imports and exports, 
then they change their character. 

The authorities also'charge fees for certain services such as regis- 
tration of marriages, births and deaths. However, quite often the 
fees charged are far in excess of the cost of these services (except, 
probably, in the case of health services). To the extent that the fees 
charged represent the cost of services, they are like prices. But the 
excess charges are in the nature of a tax. 

There arc certain other sources of public income also which, to 
some extent, are like compulsory levies upon the public. One such 
important source of public income is the profits from paper 
currcrcy and mintage. In India, for example, notes and coins up to 
the denomination of one rupee are printed and minted by the 
Government of India. The actual cost of creating this currency is 
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much less than its face value. The Go\crnmenl of India, therefore, 
makes a prolit out of this. But this profit is not like the usual profits 
from other public undertakings. The public faces an element of 
compulsion in the sense that it has no choice but to use this 
currency. 

Another similar source of public income^ is deficit finatxing. 
Ordinarily, deficit financing means an excess of public expenditure 
over public revenue. This excess may be met bv borrowings fiom 
the market, borrowings from abroad, or the use of the printing press. 
In the case of borrowings from abroad, there cannot be any com- 
pulsion for the lenders; but in the ca^e of internal borrowings there 
can be. The governnicnt may force \arious individuals, firms, 
corporations and other institutions to lend lo it. By virtue of this 
compulsion, it may be able to get loans at rates much lower than 
what the lenders would be able to get by investing their fund$ other- 
wise. This amounts to a kind of taxation in the sense that the 
government does not pay to the lenders which they could get 
otherwise. On the other hand, instead ot borrowing, the govern- 
ment may choose lo use the printing press. When the government 
spends the additional funds so created, the aggregate demand in- 
creases and prices are pushed up. The government purchases away 
a part of resources and the market is left with smaller supplies. In 
other words, the government, through the use of the printing press, 
taxes away some resources of the raaiket just as it could tax them, 
away directly. 

If voluntary gifts are made to the authorities, such as during a war, 
then such an income is neither in the nature of a tax nor a price. 

The Base of a Tax 

The base of a tax is the legal description of the object with 
reference to which the tax applies. For example, the base of an excise 
duty is the production or packing or processing of a specific good; 
the base of an income-tax is the income of the assessee defined 
and estimated in terms of certain rules laid down for this purpose; a 
gift may be defined and made a base for levying a gifi-tax. Note 
that the base of each tax has to be defined legally and it is to be 
quantified for the purpose of determining the tax liability of an 
individual tax-payer. Each tax-payer is considered a legal entity 
for this purpose. Accordingly, an individual legal entity may be 
subjected to more than one tax. It should be noted that a tax base 
may have a time dimension also. For example, income-tax is usually 
on an a nnual basis and the law has to decide whether income would! 
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much less than its face value. The Government of India, therefore, 
makes a profit out of this. But this profit is not like the usual profits 
from other public undertakings. The public faces an element of 
compulsion in the sense that it has no choice but to use this 
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Another similar source of public iiicomci is deficit financing. 
Ordinarily, deficit financing means an e.xccss of public expenditure 
over public revenue. This excess may be met by borrowings fiom 
the market, borrowings from abroad, or the use of the printing press. 
In the case of borrowings from abroad, there cannot be any com- 
pulsion for the lenders; but in the case of internal borrowings there 
can be. The government may force various individuals, firms, 
corporations and other institutions to lend to it. By virtue of this 
compulsion, it may be able to get loans at rates much lower than 
what the lenders would be able to get by investing their funds other- 
wise. This amounts to a kind of taxation in the sense that the 
government does not pay to the lenders which they could get 
otherwise. On the other hand, instead of borrowing, the govern- 
ment may choose to use the printing press. When the government 
spends the additional funds so created, the aggregate demand in- 
creases and prices are pushed up. The government purchases away 
a part of resources and the market is left with smaller supplies. In 
other words, the government, through the use of the printing press, 
taxes away some resources of the market just as it could tax them 
away directly. 

If voluntary gifts are made to the authorities, such as during a war, 
then such an income is neither in the nature of a tax nor a price. 

The Base of a Tax 

The base of a tax is the legal description of the object with 
reference to which the tax applies. For example, the base of an excise 
duty is the production or packing or processing of a specific good; 
the base of an income-tax is the income of the assessee defined 
and estimated in terms of certain rules laid down for this purpose; a 
gift may be defined and made a base for levying a gift-tax. Note 
that the base of each tax has to be defined legally and it is to be 
quantified for the purpose of determining the tax liability of an 
individual tax-payer. Each tax-payer is considered a legal entity 
for this purpose. Accordingly, an individual legal entity may be 
subjected to more than one tax. It should be noted that a tax base 
may have a time dimension also. For example, income-tax is usually 
on an a nnual basis and the law has to decide whether income would! 
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be taxed on the basis of accrual or receipt. The authorities, while 
determining a tax base, are expected to give due consideration to 
various questions like those of cost of collection, adniinistr.ition and 
effects of that tax. The exact coverage of a tax base is sought to be 
deterraired by an optimum combination of these considerations. 
With the passage of time, a tax base under consideration may grow 
or may shriiik. For example, as production of excisable goods 
increases, the base of excise duties would be termed to have grown. 
Also, by law, new items may be biought under particular taxation, 
or the relevant provisions, definitions and rules etc. may be changed 
to extend the coverage or 6 , 1 X 6 of a tax. Thus, if new items are 
brought under excise duties, we shall say that the coverage of 
excise taxation has been extended and the ba.se of excise taxation 
has been widened. 

Buoyancy and Elasticity of a Tax 

These terms denote the factors responsible for an increase in the 
yield of a tax over time. If a tax revenue ircieases with the growth of 
its base, but without an extension of the tax coverage or an upward 
revision of the tax rates, then the tax is said to be bnoyant. It has 
an iiiherent tendci cy to yield more tax revenue with the growth of 
the ba'C Thus, for example, with given rates of income-t.ix and the 
def. i ion of taxable income, if yield from income-tax increases as 
natior.il ii ceme ii creases, it would be termed a buoyant lax. 
Similt'ily, excise duties arc levied on production of specified goods. 
If new items are not ‘brought uncer these duties and the rates of 
exisiiig duties remain unchanged, but the revenue from excise 
duties ircreases with an iiciease in the production of excisable 
item^, we have a case of buoy "'ey of excise duties. It is clear that 
the concept of buoyancy may be applied to an individual tax or to a 
who'e set of taxes. Numerically, the buoyancy of a tax is measured 
as a ratio of the proportionate increase in tax revenue to a pro- 
portionate increase in the lax base. 

1 he yield of a tax may also go up on account of extension of its 
coverage or a revision of its rates. Such a characteristic of a tax 
is referred to as its elasticity. In other words, elasticity of a tax 
refers to its responsiveness to steps taken by authorities in increas- 
ing its yield through an extension of its coverage or revision of its 
rate>. Numerically, the elasticity of a tax would be measured by as 
ratio of the proportionate change in its yield to the proportionate 
change in its coverage or rates. 
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Principles of Taxation 

A good tax system, in order to achieve various objectives, chooses 
and adheres to certain principles which become its characteristics. A 
good tax ^y^tem, therefore, is one which is designed on the basis of 
an appropriate set of principles, such as equality and certainty. Keep- 
ing in \ iew the fact that the objectives of taxation are conflicting 
and that a compromise will have to be made, the writers on public 
finance have generally chosen some of the important objectives and 
accordingly spelt out the necessary principles which a good tax sys- 
tem should adhere to for achieving those objectives. In this connec- 
tion, Adam Smith gave us the most important set of principles (which 
he called the Canons of taxation).® 

In order to understand the nature and contents of the canons of 
taxation as given by Adam Smith and as added to by others, it 
would be heipfu! to keep in mind the objectives which a tax system 
should help in achieving. Adam Smith was ba.sically concerned with 
the ways ir. 'vhich an economy could increase its productive capacity, 
and thereby achieve a higher rate of economic growth. He was of the 
opinion that private secto" was more efficient than the public one 
and, therefore, the primary rosponsibi'ity of economic growth should 
rc.st with the private sector. Ivconomic growth necessitates large sc.ile 
.saving and in.estment. It is also essential that the investment should 
be aiong productive liiics. All told, thcicfore, he was of the view 
th.il the private .sector should be entrusted with the maximum pos,si- 
ble economic responsibility for a.i efficient discharge of which it 
should be given as much freedom as possible. The only additional 
consideration should be the adequacy of revenue for the State (for its 
own inainte .ance, for defence, for law and order, and for social 
overheads) and an equitable distribution of the tax burden. With this 
end in view, he laid down tho.se principles of taxation which were 
to satisfy these conditions. 

The four canons of taxation as prescribed by Adam Smith are the 
following; 

(1) Canon of Equality. “The subjects of every State ought to contri- 
bute towards the support of the government, as nearly as possible, 
in proportion to their respective abilities; that is, in proportion to 
the revenue which they respectively enjoy under the protection of the 
State.” This canon tries to observe the objective of economic justice. 
It dictates that in absolute terms the richer should pay more taxes 

‘Adam Smith, The Wealth of Nations (Ed. Edwin Cannan), New Yoik, The 
Modern Library, pp. 777-79, 
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because without the protection of the State they could not have 
earned and enjoyed that extra income. If wc interpret this principle 
in terms of disutility which the tax-payers suffer from by paying the 
taxes, it foliows that the tax should impose equal marginal di.'-utility 
upon every tax-payer. Two possibilities emerge in this c.ise. If in- 
comes arc subject to constant marginal utility, then both tlie rich and 
the poor should be subjected to proportional taxation - each person 
paying a given percentage of his income as tax. On the vHher iuia J, 
if we agree with the more realistic proposition that income i> subject 
to diminishing marginal utility, then the richer should pay a la.ger 
proportion ol their incomes as taxes (that is the taxes should be 
progressive). 

(2) Canon of Certainty. This canon is meant to protect the tax- 
payers from unnecessary haras>-mcnt by the!tax officials. “The tax 
which each individual is bound to pay ought to be certain, and not 
arbitrary. The time of payment, the manner of payment, the quantity 
to be paid, ought all to be clear and plain to the contributor, and 
to every other person.” The tax-payers should not be subject to 
arbitrariness and discretion of the tax officials, in which case there 
will be a scope for a corrupt tax administration. Adam Smith points 
out that if a scope for arbitrariness exists, then under such circum- 
stances even an honest tax machinery will be unpopular, lie is so 
emphatic about this principle as to claim “that a very considerable 
degree of inequality. . .is not near so great an evil as a very small 
degree of uncertainty.” 

(3) Canon of Convenience. The mode and timings of tax payment 
should be, so far as possible, convenient to the tax-payer. This canon 
recommends that unnecessary trouble to the tax-payer should be 
avoided, otherwise various ill-effects may result. 

(4) Canon of Economy. Every tax has a cost of collection. It is 
important that the cost of collection should be the minimum possi- 
ble. It will be Useless to impose taxes which are too widespread and 
difficult to administer. These taxes entail an unnecessary burden upon 
the society in the form of additional administrative expenses. The 
productive efforts of the people suffer due to a wasteful use of its 
resources on the salaries of the officials. Realizing that the tax 
collections are being wasted, the tax-payers arc likely to evade them. 

These canons of taxation have a sound philosophy behind them 
and exhibit an insight into the practical experience of tax administra- 
tion and its effects. However, in view of the widespread recognition 
of other objectives of the economic philosophy and problems of a 
modern State, a few additional principles were also suggested by 
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later writers. A brief description of these is as follows. 

(5) Canon of Productivity, It is also callcil the canon of fiscal ade- 
qu'icy. According to this principle, the tax system should be able to 
yield enough revenue for the treasury and the government should not 
be forced to resort to deficit financing. 

(6) Canon of Buoyancy. The tax revenue should have an inherent 
tendency to increase along with an increase in national income, esen 
if the rates and coverage of taxes are not revised. 

(7) Canon of Flexibility. It should be possible for the authorities, 
withoiU undue delay, to revise the tax stiucturc, both with respect to 
its coverage and rates, to suit the changing requirements of the eco- 
nomy and of the I'reasury. 

(8) Canon of Simplicity. The tax system should not be too compli- 
cated. 1 hat makes it difficult to administer and understand and 
brectls problems of differences in interpretation and legal disputes. 

(9) Canon of Diversity, It would not be a happy situation if the 
State depends upon too few a source of public revenue. Such a 
system is b<.; •' ! to breed a lot of uncertainty for the treasury. It is 
also likely to be inequitable as between different sections of the 
society. On the other hand, if the tax revenue comes from diversified 
sources, then any reduction in tax revenue on account of any one 
cause is bound to be very small. However, too much multiplicity of 
taxes is also to be avoided. That leads to unnecessary cost of collec- 
tion and violates the canon of economy. 

In general, we must remember that the tax structure is a part of the 
economic organization of a society and should, therefore, fit in its 
overall economic philosophy. No tax system that does not satisfy this 
basic condition can be termed a good one. Over time therefore, ideas 
regarding what should form a good tax system have undergone an 
evolution, reaturcs of a good tax system are no longer couched in 
traditional canons since they were devised with reference to their 
compatibility with the requirements of the authorities on the one 
hand and the needs of a private enterprise economy on the other. 
These days, however, the role of the state and therefore the ideas 
regarding the feaiures of a good tax system have undergone a funda- 
mental change. In the following section wc would briefly discuss 
the characteristics of a good tax system in the light of modern 
economic philosophy. 

Characteristics of a Good Tax System* 

Tax revenue has occupied the most important place in the revenue 
system of almost all the governments. On account of this and other 
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reasons, theory of taxation has always occupied an iniportant and 
leading position in the discussions of public finance. Various aspects 
of the problems have been brought into focus, and the discussion has 
not always been about one or the other aspect only. Thus, in some 
ca^es, (he problem has been viewed from administrative angle; in 
other cases, the debate has been about the objectives which the tax 
sy'-tem should aim at under different circumstances. Vaiioii> kinds, 
forms, rates and timings of taxation have been analyzed and 
discussed. There are also analy.ses of the incidence and effects of 
various lax measures, and so on. 

in the jigsaw puzzle, we should note that the problem can be con- 
sidered from different angles. It would be helpful if in this connec- 
tion, the following points are kept in mind. 

Firstly, it should be noted that taxation is only a part (though an 
important one) of the total budget of the government. On the revenue 
side, there are items other than taxation. To consider a tax system 
in isolation from other items of public revenve, or from public expen- 
diture, would be an incomplete and unrealistic attempt. The effects of 
any tax system are always intermixed with those of non-tax and expen- 
diture parts of the public budget. Of course, in case taxation happens 
to be a major part of the public revenue, its share in the total of effects 
would be correspondingly greater.* Within the overall framework 
of the total revenue, the effects of taxation will depend upon the struc- 
ture of the tax system, the tax rates, and so on. Equally important is 
the consideration as to what is being done on the expenditure side of 
the budget, since that will influence the attitudes and reactions of the 
tax-payers. Their reactions will be conditioned by whether they be- 
lieve public expenditure to be wasteful or proddfttive, and so on. 

When we consider the effects of taxation and thereby try to figure 
out the characteristics of a good lax system, it is not implied thereby 
that the non-tax items or the public expenditure shotdd be ignored. It 
only implies that for the sake of clarity of analysis and understanding, 
a step by step approach is being adopted. It must also be remem- 
bered that though non-tax items of public revenue are there, tax forms 
a major portion of the public revenue in most countries. Quite a 
substantial portion of the national income flows through the hands 
of the public to those of the authorities by way of taxation. There- 
fore, only for the sake of convenience of analysis the characteristics of 
a good tax system may be formulated in isolation. It is assumed here, 
implicitly, that the public expenditure side of the budget is being 

^Objectives of taxation have been discussed in Part 2 of the book, 
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administered in an optimum manner, or at least it is not working 
against the objectives of the tax system. 

Secondly, a tax system has many dimensions. We should look into 
its \ olumc, composition, rates, coverage, timings of collection, mode 
of collection and so on in order to grasp its effects in their totality. 
Alternative sets of these tax-features would form alternative tax 
systems. Each system will have effects different from those of the 
other. Each system will have its merits and demerits in terms of these 
social and economic effects, and therefore, quite a number of these 
sets will claim our attention as the possible first choice. Thus, in 
general, it is rather difficult to evolve a tax system which is the best 
or ideal from every respect. The choice will have to be between diffe- 
rent conflicting objectives and effects; a larger gain in terms of some 
objectives will normally entail a larger loss in terms of the others. To 
pul it in conventional terminology, no tax system will be the “best” 
in an absolute sense, and a “trade-off” will have to be there as bet- 
ween different objectives. Depending upon our preference (or “value 
judgements we may opt for a particular tax system. 

Thirdly, we must keep in mind the fact that a tax system which is 
theoretically the best need not be the one which can be put into prac- 
tice also. In abstract theory we may talk of the marginal utility and 
disutility of various lax measures. But in reality, there are various 
difficulties, both conceptual and practical. It is not easy to translate 
these concepts into concrete terms. E-urthermore, though in theory 
various tax proposals may appear very sound and convincing, quite 
a few of them cannot be implemented due to administrative, political 
or other difficulties. In theory, it is assumed that a government has 
an absolute right over the property of all its subjects; in practice it 
is not a right which can be exerci^d fully and without limits. Apart 
from this it is generally assumed that the administrative machinery is 
efficient and honest. In real life these ideal conditions are seldom 
satisfied. In a number of cases, the members of the tax-enforcing 
machinery may not be suitably trained to handle different situations 
arising in connection with the performance of their official duties. 
They may even be indifferent to, or ignorant of the exact legal proce- 
dures. They may go too literally by the word of the law and thereby 
harass the tax payers. Also, it is possible that they may even join 
hands with the tax dodgers. Again, some taxes, though theoretically 
sound, may involve a heavy cost of collection. In some countries, 
there may be long drawn legal procedures (such as passing of the tax 
measures by legislative badies) preventing the government from chang- 
ing its tax policy quickly and easily. In actual practice, therefore. 
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the government has to think of these various problems while working 
out the best possible tax system in the country. U will generally settle 
for a compromise between these confliciing considerations and will 
therefore end up with a tax system which is not a perfect or ideal one. 
Furthermore, it is conceivable that even the government may fail to 
make correct estimates as to the effects of different tax-measures, 
and their appropriate rates. This limitation further supports the ear- 
lier statement that an ideal tax system is not likely to be adopted in 
practice. 

Fourthly, the attitude of the tax-payers is an important sariable 
determining the contents t)f a good lax system. It may be assumed 
that each tax-payer would like to be exempted from tax paying, while 
he would not mind if others bear that burden. In any case, he would 
want his share to be within the general level of tax burden being 
borne by others. If this is not so, he will feel exploited. To put it 
differently, it is essential that a good tax system should appear equit- 
able to the tax-payers. Similarly, overall burden of the tax system is 
of equal importance. The attitudes of the tax-payers in this regard 
are influenced by a host of other factors like the political situation 
(such as war or peace), natural clamities like floods and droughts, 
economic situations like prosperity or depression and so on. 

Fifthly, it is well-known that changes in a tax system can be 
brought about only slowly and in stages. Even if it is decided to 
have an entirely new tax system the authorities cannot suddenly dis- 
rupt the whole old system. They have to gear their tax-machinery 
to the new system. On account of the above mentioned limitations, 
the authorities cannot hope to .satisfy all the objectives or consi- 
derations, and have to be satisfied with a compromise between them. 

In general, a good tax system should run in harmony with 
important national objectives and if possible should assist the society 
in achieving them. It should try to accommodate the attitudes and 
problems of the tax-payers and should not lose sight of the admini- 
strative practicability or the goals of social and economic justice. 
It should also yield adequate revenue for the treasury and should be 
flexible enough to move with tlie changing requirements of the State 
and the economy. The dynamism of the tax system is all the more 
relevant for a developing economy where the structure and rates of 
taxes have to be constantly reviewed. 

We may say that the interests of the administrative ihachinery, 
the economy, the State and the individual tax-payers can be conflict- 
ing and a good tax system will try to accommodate them all in the 
best possible manner. 
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A good tax system recognizes the basic rights of the tax-payer. 
The tax-payer is expected to pay his taxes but not undergo harass- 
ment. With this end in view, tax laws should be simple in language 
and the tax liability should be determinable with certainty. The 
mode and timings of payment should suit the convenience of the 
tax-payer to the extent possible. At the same time, a lax system 
should be equitable as between different tax-payers. It should be 
progressive so as to levy an equitable burden on all. 

Developed free market economies are subject to cyclical fluctua- 
tions in their incomes and employments. A good tax system should 
be flexible enough to counteract these cyclical fluctuations. In the 
underdeveloped countries, on the other hand, the main problem is 
not that of cyclical fluctuations, but of the need to unleash the 
forces of economic growth and productivity. Por this all the 
possible sources of savings and capital accumulation should be 
exploited. Paucity of private savings and investment necessitates a 
greater reliance upon the budgetary savings as the main source of 
capital accumulation. In the private sector, the tax system should 
encourage the consumers to go in for durable consumption goods. 
This will reduce their expenditure on consumption items over time 
and release larger amounts for savings. Heavy import duties should 
be used to curb import of luxuries and cut the demonstration effect. 
Within the economy, the demand for luxuries should be reduced 
while the consumption and production of health-giving and 
efficiency-producing goods should be encouraged. 

Another problem that a developing economy like India faces is 
that of regional disparities. Tax measures should be so devised as 
to counteract this tendency and bring about a more equitable 
economic growth. In the process of economic growth, a developing 
country is likely to face the problem of inflation. A good tax system 
should help in counteracting inflationary forces. It should be designed 
to discourage unnecessary consumption and to help in boosting up 
production along desired lines. 
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INTRODUCTION 

Each big problem should be split up into portions and studied bit by 
bit in order to have a clarity of understanding and to keep the argu- 
ments in order. In the same manner, though the issue of tax burden 
cannot be separated from the expenditure side of the budget, we shall 
study it without bringing the expenditure side into account. 

While studying the burden of taxation and its appropriate 
division members of the society, we shall keep in mind a few facts. 

Firstly, we should remember that a tax by definition is a compul- 
sory payment and has no quid pro quo. In other words it is to be 
distinguished from the price which the authorities might be charging 
for a good or a service. 

Secondly, a tax has its initial impact, but it is not necessary that 
its incidence must rest at the point of impact.^ This means that the 
tax may be paid in the initial stage by those members of the 
community who do not bear the final money burden of It. They may 
collect the tax amount — partially, fully or more than fully — 
from other members of fhe society. In other words, while discussing 
the distribution of the tax burden amongst the members of the 
society, we are to look at the incidence of the tax rather than its 
impact. For example, it will be totally wrong to say that an excise 
duty or a sales tax on a good is borne by the producer or the seller 
simply because the government is collecting the tax at that point. 
Whether or not it is passed on to the consumers depends upon the 
demand and supply elasticities of the good in question. 

Thirdly, every tax has its own effects which are generally not 
confined to the losses or benefits to only the direct tax-payers or 
upon whom the incidence rests. There are effects in terms of 
employment, income stabilization, and so on which it may not be 
possible even to quantify— let alone determine their distribution 
amongst the members of the society. 

When we discuss the distribution of the tax burden amongst the 

'Impact of a tax refers to its point of collection; incidence refers to the final 
source from which it is pai d. 
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members of the society and work out the principles upon which such 
a distribution ought to be based, we have in mind only the burden 
of the incidence of taxation and no reference is made to the final 
effects of any tax proposals. By adopting this approach we do not 
imply that such repercussivc effects are not there; the purpose is 
only to keep the analysis at a simple and manageable level. Again, 
it is assumed that the objective of taxation by the government is just 
to raise a certain amount of needed revenue and it is to be decided 
how best it could be raised so as to conform to certain criteria of dis- 
tributing tlie resultant burden amongst the tax-payers. It is assumed 
that the tax revenue is not being raised with any other primary 
objective — though while comparing and choosing between different 
tax principles, we shall have occa'-ion to refer to tliesc effects also. 

This assumption, we know, may not be true in many cases. Apart 
from tlie revenue raising purpose, the tax proposals might be designed 
to light cyclical fluctuations in employmert and income in the coun- 
trv'. Tiicj iiui ld be designed to generate necessary savings on the part 
of the public so as to provide a source of capital accumulation. Or 
the autnorities might plan to effect savings and capital accumulation 
I'lemselves through public budgets. Similarly, tax proposals might 
be designed to push productive resources, especially capital, from 
rcKUivch more to relatively less prosperous areas in order to bring 
about a more balanced regional development. Still another objective 
could be to make the foreigners pay for the revenue through customs 
duties. To the extent that happens, the question of apportioning the 
burden of the tax within the community members does not arise. 

We shall see that there are three bases on which the tax proposals 
arc generally developed and suggestions are made for the distribution 
of the lax burden as defined above. 

Firstly, there are some theories according to which there need not 
be any relationship between the taxes paid and benefits flowing from 
the authorities to the tax-payers. In this connection, there are two 
approaches which wc shall have occasion to see. The first one gives 
us the Socio-Political Theorv and the second one yields the Expediency 
Theory. 

Secondly, there is an approach which links the tax liability to the 
State activities. It maintains that since State is providing goods and 
services to the members of the societ’. , it should charge for them. 
This approach tries to provide us simultaneously witn a justification 
for imposing taxation (the State is providing the services and has a 
right to charge for them) and a principle for apportioning the tax 
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burden.2 Here again there are two theories in this linking process. 
The first c nc links the tax liability to the benefits which the tax pavers 
are supposed to be receiving from the State activities and is called the 
Benefits- Recened Approach, In the second case, the tax liability is 
linked to the cost cf providing the good or service to the community 
by the Stale and is called the Cost-of-Servicc Approach, 

The /A/rrf basis of apportioning tax burden links the tax liability to 
the paying capacity of the tax-payers and is referred to as the 
Ability-to-Pay Approach, 

We shall take up these approaches one by one. 

I (A). The Expediency Approach 

This approach tries to assert that in reality every tax proposal not 
only must pass the test of practicability, it must be the only con- 
sideration weighing with the authorities in choosing a tax prc^posal. 
To paraphrase this proposition, it would mean that in the choice ol 
various tax proposals, the authorities need not consider various 
economic and social objectives or the ctTects of a tax system. This 
proposition has u truth in it, but only a negative one. In practice 
every legislature and every authority is pressurized by various ccomy 
mic, social and political groups to orient its taxation policy in certain 
directions. Every group would try to resist a change th it goes against 
its interests. The authorities, in many cases, have to adopt certain 
policies simply because there are pressures to that cficct. Also de- 
pending upon the changing political strength of dilTcrent economic 
groups, the authorities are likely to reshape the taxi jtructure. It is 
also clear that while choosing and imposing a tax, the authorities 
wt uld be making a great blunder if they lose siglit of the adminotra- 
tive feasibility, the cost of collection, and soon. Ihcj would in 
general want to pluck the goose ‘where the feathers arc thickest and 
there is a ‘minimum amount of squawking’. 

However, as we can easily see, to build up an entire tax system 
solely on the considerations of expediency must be full of pitfalls. 
In cases, such a tux policy may be able to yield certain good results 
like contributing to the equality of income distribution, of reducing 
regional disparities, but such results would be purely accidental and 
not the fruits of any thoughtful efiTort or plan. 

A taxation system has a role to play in helping the economy. If 
anything, it should be anti-cyclical, pro-equity and should contribute 


*Harley L. Lutz, Guideposts to a Free Economy, New York, McGraw-Hill 
Book Co., 1945. Ch. IX. 
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towards augmenting welfare in general. But when the tax system is 
worked out without reference to these objectives and policies, its role 
is essentially whittled down to nothing. Not only it is not likely to 
help the economy, it will quite often be positively harmful. It will 
on many occasions be a destabilizing factor and would be a source 
of increasing inequalities and socio-economic injustice. 

As stated above, practicability is an essential consideration in every 
tax proposal. If a tax c.innot be collected, it is ridiculous to impose 
it. But of different practicable taxes, and different practicable rates, 
the choice has to be in terras of their possible effects on the working 
of the economy. Bv itself, this approach is not at all able to help the 
authorities in deciding as between different practicable taxes. And, of 
course, those who are going to suffer by the imposition of a new tax 
or by a change in any existing tax are bound to advocate that the 
lax under consideration is not practicable. It must be remembered that 
within the limits of practicability, the authorities have a lot of mane- 
ourvabi'H) girding the choice between different taxes. They must 
not lose sight of the considerations of equity, economic stabilization, 
growth, regional imbalances, and so on. 

1(B). The Socio-Political Approach 

In contrast to the Expediency Approach, Adolph Wagner advocated 
an approach in which not the expediency but final social and 
poiitic.il objectives are the deciding factors.® Wagner, like most Ger- 
mans of those da>s, did mrt believe in individualist approach to a 
problem. He wanted that each economic problem should be looked 
at in its social and political context and an appropriate solution 
found thereof. The society consisted of individuals, but was more than 
the sum total of its individual members. It had an existence and 
entity of its ow n which needed preservation and taking care of. 
Accordingly, a tax system should not be designed to serve the needs 
of the individual members of the society, but should be used to cure 
the ills of society in so far as it is po«sible. Wagner, in other words, 
was advocating a modern welfare approach to the whole problem of 
evolving and adopting a tax policy. He was specifically in favour of 
using taxation for reduction of income inequalities and to achieve 
this objective, he advocated that all small incomes should be exempted 
from taxation. 

He maintained that private property and inheritance were there be- 

’Adolph Wagner, Ftnanzwissenchaft, Leipzig, 1880, Vol. 1, para 27. 
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cause the State was permitting them to be there and not because of 
any God-given right to the concerned individuals. The State, therefore, 
had the right to control the ownership of properly and the right to 
inheritance in a way it liked in the interests of the society as a 
whole. Wagner’s ideas, though much criticized at that time, are now 
the hall-mark of modern States’ fiscal policies. Taxation in a modern 
State is generally designed to curb inequalities arising out of the 
right to property and inheritance. Progressive taxation is the rule 
rather than' the exception. In the modern context wc may extend 
Wagner’s stand by including other economic and social objectives 
of the society in which taxation could be a helpful tool, bor example, 
there is, these days, a need to curb cyclical iluctuations uncmpK;y- 
ment, production of undesirable goods and services, monopolistic 
and restrictive trade practices, hoarding, and so on. There is also the 
need to bring about a more balanced growth as between different 
regions. That way, the Sf^cio-Political Approach is tar more 
meritorious than the Expediency one. 

Both the Expediency Approach and the Socio-Political Apprcnich 
have their merits, but they cannot be advocated as the basic policies 
in a tax system. At the most they act as limitations upon the po’^sible 
tax structure that might be adopted. Equity, in whatever way it is 
defined, has to be the hall-mark of any sound tax system. Without 
it, not only the tax system losses its fairness as bclvw^en differcat 
members of the society, it becomes a source of social, economic and 
political unrest as well, hi this connection, the Royal Commission of 
Taxation (Canada) in its Report asserts that “The first and most 
essential purpose of taxation is to share the burden of the State fairly 
among all individuals and families. Unless the allocation of the burden 
is generally accepted as fair, the social and political fabric of a 
country is weakened and can be destroyed. History has many examples 
of the severe consequences of unfair taxation. Should the burden 
be thought to be shared inequitably, tax-payers will seek jneans to 
evade their taxes. . . . We are convinced that scrupulous fairncsi> in 
taxation must override all other objectives 

It follows that the considerations of fairness can be ignored only 
at a risk to the government and the society. But to say th{<t fairness 
should be the hall-mark of any tax structure is only an inadequate 
statement. For, on the one hand, there is no agreement a'i to what 
constitutes ‘fairness’ andfon the other, there can be a conflict between 

*R.W, Hmighton (Ed.), FMic Finance^ 2nd edn„ Penguin Modern Economic 
Readings, 1973, p.l43. 
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the objective of fairness (in whatever way it may be defined) and other 
objectives like growth, stabilization, etc. In general, fairness is to 
mean an equitable distribution of the tax burden. “Equity has two 
dimensions. Horizontal equity requires that individuals and families 
in similar circumstances bear the same taxes. Vertical equity requires 
that those in different circumstances bear appropriately different 
taxes.”\The Royal Commission on Taxation (Canada) maintains that 
equity is a question of “belief rather than of fact. We can do no 
more than recommend what we believe to be fair.” We shall consider 
the question of equity more specifically in the Ability-to-Pay Approach. 

This brings us to the second set of theories, namely, the ones which 
link the tax burden to either the benefits received by the members of 
the society or to the cost of providing the State services. 

II (A). The Benefits-Rcceived Theory 

This theorv proceeds on the assumption that there is basically an 
exchange or contract relationship between the tax-pa>ers and the 
State. The State provides various goods and services® to the members 
of the society and they contribute to the cost of these supplies in 
proportion to the benefits received. To use J.S. Mill’s terminology,, 
the relationship between the tax-payer and the State is in quid pro quo 
terms. It is an exchange relationship. In this approach the probiems 
of bringing about equitable distribution of income and wealth aro 
ignored. Instead, the bencfits-received approach itself is used as a 
standard of justification for imposing the taxes in a particular way. 
Also this approach ignores the possible use of the tax policy for 
bringing about economic growth or economic stabilization in the 
country. The only aspect covered here is the way in which the goods 
and services should be supplied and financed privately and publicly. 

Here we may divide the services supplied by the State into two 
categories. The first category consists of those services to which the 
principle of exclusion does not apply. In this case every member of 
the society consumes these services and therefore should be contri- 
buting to the State revenue in accordance with the benefits received. 
But the other category is the one where the tax-pas ers have the option 
to accept or reject the services supplied by the State. Here a market 
relationship is established between the subjects and the State. 
Actually, in the latter case, the members of the society pay the fees 

*R.W. Houghton, op, cit., p. 143. 

*We shall quite often use the term, ‘State services’ to cover both goods and' 
services supplied by the State. 
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or the prices and not the taxes in the strict sense of the term. Taxes 
are by definition compulsorj payments while in this case the members 
of the society embark upon volunUry exchange of their purchasing 
power W'ith the services supplied by the State. This implies an un- 
necessary and undesirable limitation upon the scale of State activities. 

7 he bencfits-received approach has a long-dated origin and its 
roots lie in the contract theory of the State. Professor Edw'in R. Selig- 
maii surveys the development of this theory as contributed by various 
authors and thinkers.’ The theory was vogue with German, hrench 
and other write! s like Grotius, Hobbes, Locke, Hume and Rousseau. 
According to this general approach, the main theme was that the 
subjects of a country had a contract with the Stale for the protection 
of their lives and property to which end the State was providing 
various goods and services. 

Now there are some problems in this approach which had to be 
looked into and solved. How do we estimate the benefits which an 
individual tax-payer derives from the expenditure undertaken by the 
State? Moreover, since the relative tax liability of dificrent members 
of the society would depend upon their relative benefits, how to 
compare these benefits? Is it not possible, that through taxation the 
distribution of income and wealth is modified so as to yield greater 
total benefit to the members of the society from the same nati onal 
income? 

In order to make sense, this theory has to assume that the income 
and wealth distribution in the country is already a proper one and no 
change in it is called for. Given this state of afiairs, then, some pro- 
cess of knowing and estimating the benefits to individual members 
of the society is to be taken up. 

Now, since benefit is ultimately a subjective thing, there is no 
scientific way of measuring it. At the most it may be possible to 
adopt some common>enie plausible method. I- or example, one such 
method can be to treat income as the indicator of the benefits received. 
It may be assumed that without the protection of the State, the 
economy just cannot exist and^accordingly it may be inferred that 
the benefits which each member of the society derives from, the State 
are in proportion to his income. Such an inference would lead to 
policy recommendation of proportional taxation. About the same 
thing was being said by Adam Smith when he said that each indivi- 
dual ought to contribute to the public revenue according to his 

’Edwin R. Seiigman, Progressive Taxation inTheory and Praetice,2ndeda., 
American Economic Association. Princeton. 
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ability. Smith equated the relative ability to pay of the tax-payers 
with thj relative incomes which they respectively enjoyed under the 
protection of the State. Thus, in due couisc, the benefits approach 
gradually degenerated into a form where it was basically a payment 
for the protection from the State. 

It is, of course, interesting to note that even this narrow inter- 
pretation was subject to variations. Thus, while Rousseau and 
Sismondi argued that the rich needed greater protection of the State, 
John Stuart Mill and others thought that the poor were in greater 
need of protection. Thus, while one group ut thinkers was coming 
to progrcssiNc taxation, the other was in favour of regressive 
taxation. 

In the nineteenth century and early twentieth century, however, we 
also find the use of the benefit approach for showing the optimum 
State activity and the optimum distribution of tax, burden. In other 
words, there was an attempt to simultaneously estimate the desired 
level of supply of goods and services by the State and the corres- 
ponding di^I^ibution of tax between the members of the society. 

The attempt was to view the taxes as a price for the State services. 
For each commodity the consumers have a demand schedule, show- 
ing various quantities that would be demanded at respective prices. 
Similarly, it was maintained that the tax-payers would demand 
different amounts of State services at different levels of taxation. In 
the same manner, the State had a supply schedule of State services. 
And the tax level which equated the demand for and supply of State 
services was brought about by the interaction between demand and 
supply forces like it happens in the market, in this connection, 
in 1880, li. Ma/olla, an Italian, asserted that there is a basic 
difterence between the characteristics of private and public goods 
in the sense that the latter are all shared b> the consumers.^ In other 
words, the principle of exclusion does not apply in their case. 
Accordingly, justice would not demand that each tax-payer pays the 
same price for the public goods; instead the tax liability of different 
tax-payers should be in proportion to the relative marginal utility 
of the State services to them. In the process, each tav-paycr would 
equate the marginal utility from his expenditure on the public and 
private goods. On the other hand, in 1887, Emil Sax, an Austrian 
economist, made a distinction between ‘personal collective wants’ 
and ‘collective wants proper.’® The principle of exclusion applies to 

®R.A. Musgrave and Alan T. Peacock (Eds.) Classics in the Theory of Public 
Finance ^ International Economic Association, Macmillan and Co., 1958. 
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the former and in their case fees or taxes can be charged according 
to the services received. But in the latter case, the principle of 
exclusion does not apply. No inJiv'idual consumer can be left out 
of the benefit of these services. /Vccordingly, here the tax-payers 
ha\e to agree as to what is the relative benefit which they derive 
from Ihcir respective consumption of public services. Sax advocates 
that a good proxy of the measure of this relative benefit would be 
the proportional income tax. 

In liS‘i6, Knut Wickscll (a Swedish economist) put this theory on 
an ethical basis.'® This system of imposing taxes is good because it 
leaves the tax -payers free to opt out of a State service. The basic 
tenet of his thesis is that tax system should be based upon voluntary 
and unanimous action. However, we note that if tax burden is to 
follow only the voluntary approach, its role to bring about equitable 
distribution of income and wealth is ruled out. Wicksell admits that 
in order that his theory be applicable, income distribution has to be 
an equitable one in the first instance. 

In 1888, Antonio de Viti de Marco (another Italian economist) 
made an assumption similar to that of Sax that the members of the 
society consume public services in proportion to their incomes.” 
This assumption should have led him to advocate proportional 
taxation. But he also brings in the question of marginal utility of 
income to the tax-payers. Since larger incomes bring in lower 
marginal utility, the richer citizen ought to pay more for the same 
service. De Marco, like Adam Smith, then brings in a mixture of 
the benefit approach with that of the equitable distribution of 
sacrifice which is represented by ability-to-pay approach. He is not 
asserting that the richer people secure greater benefit from State 
services, as is maintained by some others. The richer, therefore, are 
not to pay more taxes because of greater benefits, but because of 
lesser sacrifice involved in paying taxes. They arc to pay more taxes 
because proportional taxation hurts the poorer more and the richer 
less. It is the equitable distribution of sacrifice which leads us to 
recommend that the richer sections should pay more taxes. 

The most formal and rigorous formulation of the benefits-received 
approach was provided within a framework of voluntary exchange 
theory of public finance by Erik Lindahl of Sweden in 1919.^® He 

“Musgrave and Peacock, op. cit. 

*’Erik Lindahl, Die Cerechtigkeit der Besteuerung, Gleerupska, Ldnd, Sweden, 
J919. 
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discusses the problem in the context of two tax-payers who have the 
liberty to reveal their preferences for State services against the 
corresponding tax liability. In other word^, it is a kind of voluntary 
exchange between the taxes paid and the State services received 
which is to be determined on the basis of the preferences or demand 
schedules of the tax-payers for the State services. Lindahl took the 
case of two individuals by assuming that they constitute the society 
and then tried to work out the optimum le\el of State activities and 
the corresponding equilibrium division of the tax burden between the 
two individuals. 

Lindahl ignores the problem of equitable distribution of income 
as such and keeping that distribution as it is, he proceeds to discuss 
the solution of three problems. The first one is the decision about 
the extent of the State activity— that is, its expenditure and taxation 
level. The second one is that of allocating the total public expendi- 
ture amongst various goods and services. The third one is the alloca- 
tion of the tax burden amongst the tax-payers. 

Lindahl’s theory has been explained by Howard R. Bowen through 



FIG. 5.1 



64 Public Finance 


the means of a simple diagram'^ p[g 5 j ) 55 * jjg supply 

schedule of the State '^crviccs in the sense that this is the per unit L•o^t 
of the corresponding supply of State services. Let there be two 
members of the society, A and B. A has a given demand schedule for 
the public services. Keeping in mind the fact that whatever l>c the 
supply of State services, they would be consumed jointly bv both 
A and B, Mr A agrees to contribute dilTercnt proportions of the cost 
of supplying those services to the community. Larger the propo>ed 
supply of the State services, smaller is the part of the per unit cost 
which he is ready to bear. Of course, whetlicr his absolute contribu- 
tion would increase or fall depends upon his elasticity for dcir.aiiJ for 
the State services. Thus, for a supply of less than OM^ units of State 
services. Mr A is ready to bear more than the full cost of the State 
services. For supplies larger than O A/ « his desired contribution is 
smaller— for example, he is ready to contribute only NE per unit 
(out of the total cost of flG per unit) of the State services when the 
supply of State services is equal to ON. In the same manner, the 
demand schedule of the individual Mr B is found out. Now since, 
for example, for a supply of ON of State services to be jointly con- 
sumed by both A and B, Mr A is ready to contribute NE and Mr B 
is ready to contribute NF, therefoie, the State can collect a tax 
revenue of NQ per unit of State services. The point g therefore 
lies on the combined demand schedule for State services. In this 
way, by vertical addition of the two demand schedules:, we can get 
the community’s demand schedule for the State services, namely 
DtD't. Now note that.at ON, the cost of supply is only NU per 
unit. Since the State is not interested in making a piolit out of the 
supply of services, it respects the desire of the tax-payers and increase 
the supply of State services. But for increased supplies, each tax- 
payers is ready to contribute a smaller proportion of the cost. F!\cn- 
tually, we find that for a supply of OM of State services, the com- 
bined contribution by the lax-payers equals the 

cost of supply. This is the position where the combined demand 
curve DtD't intersects the supply curve 55'. Thus equilibrium, on a 
voluntary exchange basis, is achieved at this position where the State 
supplies services equal to OM at a per unit cost of MP out of which 
Mr A contributes MJ per unit and Mr B contributes MK per unit. 

If the State services are subject to the law of increasing or dimini- 
shing costs, so that the supply curve is no longer horizontal, no basic 


“Howard R. Bowen, Towards Social Economy, Rinehart and Co., New York, 
1948, p. 177. 
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difference to the argument will be made. The only result will be 
different proportions of taxes contributed by the tax-payers. 

Thus Lindahl’s theory (as explained through Bowen’s diagram) 
tries to provide an answer to two out of three questions posed above. 
It shows the optimal level of state activity and it also provides an 
answer to the question of allocating tax bu/Jen amongst the tax- 
payers. Lindahl’s argument can easily be extended to cases of more 
than two individuals and more than two state service*. For this, 
however, complex mathematical technique^ are needed. For a general 
discussion the technique is extremely cumbersome. In formal terms, 
we have to have the relevant sets of co^t functions of state services, 
and the demand functions of each tax payer for each state service. 
The constraints covering the interdependence of these functions 
have also to be specified along with specification of each individual 
function, hurther, each of these functions has to be a stable one. 
Obviously, all these prerequisites cannot be easily satisfied which 
makes Lindahl’s (and for that matter any such complicated theory) 
difficult V especially because there are bound to be informa- 

tion gaps in our specifications. 

Clearly, Lindahl’s solution suffers from certain inherent limita- 
tions. Firstly, it starts with a case of two individuals in which each 
individual bases his demand schedule for the state services on the 
assumption that the contribution of the other individual to the cost 
of supplying state services is given. Such a state of affairs creates 
a situation analogous to the determination of price under duopoly 
and is not likely to yield a stable solution without highly rigorous 
assumptions, and that too would depend upon the position which 
is assumed to exist at the beginning and our assumptions regarding 
the bargaining strength of A and B. Secondly, even if all the func- 
tions arc specified and stable, the actual solution becomes so cum- 
bersome as to be of very limited practical value. Thirdly, it is totally 
unrealistic to assume that we can ever come to know the preferences 
of individual tax-payers. By definition, public goods to which the 
principle of exclusion does not apply, are expected to be in the 
public sector. Since no individual can be denied the use of such 
public goods, each tax-payer would have an inherent tendency to 
Vnderbtatc his preferences for such state services. Fourthly, in actual 
practice, individual tax-payers hardly get a chance to express their 
preferences, fheir preferences are expressed on their behalf by the 
legislatures or the executive authority and such a system is bound 
to be an imperfect one. Fifthly, Lindahl’s theory assumes that the 
distribution of income is already optimal. The non-validity of this 
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assumption indicate the fact that the demand schedules of individual 
tax-payers cannot be expected to represent true need» and preferences 
of the society. Lastly, Lindahl’s theory is based on the assumption 
that the state activities are financed only through a form of taxation 
and not through public borrowings and use of the printing press etc. 

Limitations of the Benefits-Received Approach 

(1) The main difficulty in this appioach is that basically the 
contributions b> the members of the society to the State Treasury 
for the provision of State services are not strictly taxes. They are 
in the nature of prices which the members of the society volimtarily 
agree to pay for the public services rendered to them. Lven when 
the decisions regarding the supply of public services and the respec- 
tive contributions by the members of the society are taken not on 
individual basis, but on the basis of some representative body such 
as the Parliament, or on a majority voting basis, prices only partially 
acquire the character of taxation (i.e., compulsory payment v\ithout 
any necessary quid pro quo). 

(2) A very important difficulty is that of measuring the benefits to 
the individual members of the society. Benefit is ultimately a sub- 
jective thing and cannot be estimated directly. Any proxy that may 
be taken to represent the benefit received will be subject to discus- 
sion. And quite often diametrically opposite results may be arrived 
at on account of this difference in the interpretation of the benefits. 
Thus, some authors take income as the representative of the benefits 
received. In itself, this is a questionable index especially if we do not 
look into the expenditure pattern of the State. For example, it would 
be wrong to maintain that the benefit of State services is the same for 
the individuals one of whom gets a State pension of Rs 100 per 
month and the other earns that amount by his own labour. 

(3) Throughout the discussion on the benefits received from the 
State services, it is assumed that the benefits are independent of each 
other. It means that the benefit that any individual enjoys depends 
only upon his direct receipts of the benefits from the State and that 
it makes no difference to him as to who else is getting the benefit 
and how much. This, we believe, is a wrong statement. We all 
know, for example, that the satisfaction that one derives from his 
income depends not only upon his own absolute income, but also 
equally upon the incomes of others. A rich person may feel better 
on account of the fact that his income is far more than those of the 
others. Or he may feel bad because there is poverty around him. 
It is highly unlikely that he would be totally indifferent to the 
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incomes received by others. In the same manner, the benefits derived 
from the State expenditure do not depend only upon the absolute 
amount received by a given individual, but also upon how he views 
the shares of others. 

(4) This principle falls foul of all welfare activities of the 
State which bring in any distributional changes. “For example, the 
benefit derived b> an old age pensioner from his pension is definite 
enough, and the benefit of service principle would require him to 
return it to the public treasury in the form of a special tax.’**^ 
Though, quite erroneously, this principle assumes that the distri- 
bution of income is already proper, still such a proper distribution 
might be the result of the State activities themselves. If the State 
taxes according to the benefits received, the net result might be an 
improper income distribution. This assumption, therefore, that the 
income distribution is already proper is obviously erroneous. An im- 
portant objective of most fiscal policies is to bring about a shift 
towards what is considered a proper income distribution. The benefit 
principle militates against this possible obiective. The relationship of 
the State with its citizens is reduced to a semi-commercial level only. 

(5) It is equally questionable to assume that the income received 
by a member of the society is directly connected only with the bene- 
fits received from the State. The exact relationship between the income 
of an individual and the valuation of the benefits received from 
the State services is not always clear and quantifiable. Looked at 
from one angle, it may be said that income is subject to the law of 
diminishing marginal utility and as a result the richer people derive 
proportionately lesser benefit from the State activities. It may also 
be asserted that the poor are in greater need of the State protection 
so as to be saved from exploitation by the rich. That is why the 
State has to enact all kinds of labour legislation and enforce the same. 
The other view here could be that the richer sections can enjoy their 
wealth and income only because of the State protection of their 
“rights,” If the State derecognizes their rights, they will lose this 
privilege. Therefore, the richer sections need and get larger measure 
of State protection. Also, in practice, we know that enactment of 
various laws and traditions enable the richer classes to have much 
wider and profitable opportunities of acquiring additional income. 
The opportunities to the poor are always inadequate. 

(6) It must be remembered that a society is not just the summation 
of its individual members. As German writers have the tradition of 


^*H. Daltoa, Public Finance^ pp. 89-90 
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insisting upon, a society is an organic entity, having a soul of its own 
in addition to being the sum total of its members. Accordingly, 
there are many benefits and cost which cannot be ascribed to any 
particular individual or a group of individuals. The existence of the 
society and the nature of some goods is such that there are “exter- 
nalities” of those goods. Mention has already been made of such 
externalities while discussing public goods. The problem therefore 
remains that of assigning the net benefits and the tax burden. There 
are certain State activities, such as those helping the economy in its 
economic growth, which cannot be quantified at all — much less 
ascribed to any particular sections of the society. 

(7) In a number of cases people suffer from a lack of complete 
knowledge. A particular State service may be of great help to the 
society and even to the individual tax-payers, but it may not be 
widely known. In India, for example, quite a few villagers may not 
be appreciating the benefits of small-pox vaccination and similar 
other health measures, out of their ignorance. It will be misleading, 
on our part to assume that these villagers would be voluntarily^ 
opting for the provision of these health measures and would als^ 
offer to pay for the same. 

(8) A modern economy is generally faced with the problems of 
economic growth (in the case of underdeveloped economies) and/or 
of stabilization (especially in the case of developed economies). 
Benefit approach is not able to guide the government in this sphere 
because the benefits accruing to the economy as a whole cannot be 
apportioned amongst the individual members of the society. 

(9) The benefits-received theory does not become more acceptable 
even if we take up a more rigorous and formal statement of Erik 
Lindahl. Lindahl's approach assert that each tax-payer should reveal 
his true preferences. Firstly, it may not happen especially when each 
tax-payer finds that it may be possible to achieve a better position 
by showing a lesser demand for State services (or public goods). 
Ultimately, it becomes a question of the strategy and bargaining 
power and no single equilibrium solution becomes available. Secondly, 
the problem becomes all the more complicated when the number 
of tax-payers is more than two, as is almost always the case. Here 
with a large numlber, any individual tax-payer will find that his 
nor.contribution to the public revenue is not going to affect the 
State expenditure or the supply of public goods proper. Accordingly, 
each tax-payer has the tendency to evade tax and conceal his true 
preferences. And unless true preferences of the members of the 
society are known, decisions regarding the nature and extent of the 
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public services cannot be taken; nor can the allocation of the cost 
of services be made. Thirdly, in some cases, the whole approach can 
lead to very absurd result. For example, realizing that hiS contri- 
bution as a tax-payer would not afifecl the defence effort of the coun- 
try, each tax-payer might refuse to contribute for it. Should it mean 
that the true preference of the society is not to be protected against 
foreign aggressions? Obviously, we have been led to a wrong conclu- 
sion by the concealment of true preferences by the society. 

(10) Wicksell and Colm emphasize the basic fact that the determi- 
nation of the State budget is through a political process and not 
through the market mechanism of demand and supply forces. The 
State organization might work through an elected legislature or 
through a bureaucracy or some such other method, but it is certainly 
not a market process where demand and supply forces will deter- 
mine the extent of each service and its price to be charged from the 
individual members. Furthermore, Colm also points out that apart 
from the fact that the State budget is determined through a political 
process, an individual also changes his outlook while taking decisions 
about the taxes. In the latter case he does not go by his own indivi- 
dual interest only. He has also in mind the political factors including 
what type of society he wants to have around him and the way in 
which tax contributions can help in its building.*® 

(IDA general objection to the whole approach will be the non- 
recognition of the objective of equity in taxation. Though it is occa- 
sionally mentioned it is not generally accepted as a part of this theory. 

(12) Another general limitation of this theory is that the relation- 
ship between the government and the public is reduced to the one of 
a serai-commercial nature. Most basic functions of a good govern- 
ment like helping the needy, protecting the helpless, and so on are 
ruled out according to this theory. 

(1.^) This approach does not tell us what to do if the tax collec- 
tions based on benefits received do not match the government’s ex- 
penditure. Should the government then resort to budgetary savings 
or market borrowings? Also no interconneetion between tax collec- 
tions and other sources of government revenue like gifts, profits 
from currency etc., is brought to the forefront. 

(14) Different economic units are interdependent in an economy 
through their mutual economic transactions. As a result, the benefits 
or losses of particular government activities seldom remain confined 

“Gerhard Colm, Essays In Public Finance and Fiscal Policy, Oxford University 
Press, New York, 1955, pp. 32-33. 
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to the first points of impact. Almost invariably there 
of benefits or losses to additional economic units not 
first impact. This approach is not advocating taxing 
tertiary and later beneficiaries. 
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II (B) Cost-of-Service Approach 

This approach is very similar to the Benefits-Reccived Approach. 
It emphasizes the semi-commercial relationship between the State and 
the citizens to a greater extent. The implication is that the citizens 
are not entitled to any benefits from the State and if they do receive 
any, they must pay the cost thereof. We notice that the defects of 
this approach are very similar to those of the benefits-received ap- 
proach and therefore we shall mention them very briefly . 

In this approach the State is being asked to give up its basic pro- 
tective and welfare functions It is to scrupulously recover the cost of 
the services and therefore this approach, unlike the bencfits-reccivcd 
approach, specifically implies a balanced budget policy. In the pro- 
cess, the State is not to be concerned with the problems of income 
distribution. No effort is to be made to improve income distribution; 
and no notice is to be taken if the policy of levying taxes according 
to the cost-of-service principle deteriorates the income distribution 
further. Quite a few sources of public revenue will be ruled out 
according to this approach, including for example taxes on windfall 
gains, capital gains, unearned increments, inheritance, gifts, expendi- 
ture, as also excise duties and sales taxes etc. Furthermore, by 
definition, the welfare activities of the State are ruled out including 
all sorts of relief activities. In a modern economy, this principle has 
a very limited application with reference to only a few State activities. 

This principle is also full of many conceptual difficulties. Firstly, 
we have the problem of measuring the cost of State services and 
assigning them to the proper beneficiaries. Quite a few of the State 
activities are in the nature of those goods (or services) to which the 
principle of exclusion does not apply (no one can be denied a share 
in their consumption) but the cost of the service cannot be appor- 
tioned between different members of the society. No exact proxy is 
available for such apportionment, such as the income level, size of 
the family, etc. 

Secondiy, in many cases it is not possible to have a conceptual 
clarity of the cost measures. Suppose certain State servioes are being 
produced inefficiently and therefore at higher costs. Shduld the cost 
of inefficiency be also passed on to the consumers? 

Thirdiy, there are quite a few State services which have cxternali- 
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ties. These externalities appear in the form of social benefits and 
social costs. Should the State confine its attention to only the com- 
mercial costs as the private entrepreneurs do? Or should it take into 
account the externalities also and estimate the net social cost in 
determining the tax liability? It will be a perilous posture if the State 
adopts only a pure commercial stand. In such a case it might pursue 
certain policies which disrupt the life and growth of the economy. 
It might jeopardize the process of savings and capital accumulation; 
it might hasten the exhaustion of the mineral wealth; it might lead to 
the denuding of the forests, and so on. It will be a highly objection- 
able practice since the State is the custodian and protector of not 
only the existing generation, but of the future generations also. 

A very serious question which the State has to decide is about the 
extent and nature of Sfiite services to be provided to the citizens. Is 
the State to decide the scope of its activities on its own and impose 
the burden of the cost of such services upon the tsix-payers irrespec- 
tive of their preferences? Or is it to adopt some means whereby it 
ascertains the wtshes of the society and proceed accordingly? Just as 
the first alternative is obviously not to be recommended, the second 
one throws up its own problems such as the appropriate methods of 
ascertaining the true preferences of the society. As the discussions of 
the welfare economists tell us, there is no foolproof and practical 
method available to us for this purpose; and it is also possible that 
our estimation procedures may end up with totally wrong inferences. 

It must be remembered that the above mentioned limitations are 
not necessarily applicable in all cases. There are circumstances in 
which ordinary ethical considerations dictate that the particular 
beneficiaries should be taxed and where it is a feasible proposition 
also. For example, when the idea is to develop an area through pro- 
vision of irrigation facilities, or develop a residential colony, but the 
objective is not to aid any specific section of the society, then it would 
be reasonable to impose a special assessment or a betterment levy to 
cover the cost of the project. It may here be possible to identify the 
beneficiaries in a more or less certain way and assign amongst them 
the proportionate cost of the project. However, if the objective is to 
help a weaker section of the population, this principle of levying 
taxes breaks down. Actually, one of the greatest drawbacks of this 
approach is its inapplicability to welfare propositions (or objective.s). 
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III. Ability-to-Pay Approach 

This approach considers the tax liability in its true form — a 
compulsory pavment to the State without quUi pro quo. It docs not 
assume any commercial or scnii-commercial relationship between the 
State and the citizens. Accordinf; to this approach, a citizen is to pay 
taxes because he can, and his relative share in the total tax burden is 
to be determined by his relative paying capacity. This doctrine has 
been in vogue for at least as long as the benefits approach. A good 
account of its history is found in Seligman.^ It rcceisetl a good deal 
of support from the socialist thinkers who were eager to put the ideas 
and concepts of justice and equity into practice. However, the doctrine 
enjoyed a good measure of support from non-socialist thinkers also. 
It became a part of the theory of welfare economics. 

The basic tenet of the ability-to-pay doctrine is that the burden of 
taxation should be shared amongst the members of the society so as 
to conform to the principles of justice and equity, and that this 
equity criterion will be satisfied if the tax burden i^ apportioned 
according to their relative abi ity to pay. In this connection, however, 
we should remember the following points : 

Firstly the doctrine of ability -to-pay is also combined, in certain 
cases, with the objectives of maximum welfare of the society. This 
happens when the index of paying abilit., is translate.! in terms of 
equi-marginal sacrifice. In that case the society undergoes least 
aggregate sacrifice in meeting the tax liability. 

Secondly, the ability to pay is not an absolute quantity. U is 
related, amongst other things, to the expenditure side of the govern- 
ment budget. 

Thirdly, different indices are available for determining the relative 
abilit.,-to-pay of the tax-payers. We can, for example, think of income, 
property and wealth, or consumption expenditure as some of the 
indices of abili.y. ' 

Fourthly, it is sometimes thought that if we use incon.c as the index 
of ability and have a combined objective of both equity and welfare 

‘E.R.A. Seligman, Progressive Taxation in Theory and Piaciice, 2nd cdn., 
American Economic Association, Princeton University Press, Princeton, 1908. 
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then progressive^ taxation necessarily follows. This is not so. Under 
certain conditions, proportional or even regressive taxation may 
follow from this combined objective. 

As mentioned above, ability-to-pay is not an invariant quantity* 
Amongst other things, it depends upon the expenditure side of the 
government budget. A modern government is generally eager to 
adopt all feasible welfare policy steps. Various social security meas- 
ures arc adopted to help and protect the weaker sections of the 
society. Quite a few social services e.g., education are provided free 
or ;it subsidized rates. This certainly helps the weaker sections and 
changes the rclati\c ability-to-pay of the members of the society. 
Some government expenses, even though not specifically designed to 
help particular sections of the society, may in practice be more helpful 
to some- ihot is to say the government expenditure is hardly likely 
to be distributionally neutral as between the society members. For 
example, irrigation projects with the objective of improving agricul- 
tural output of the country would be specifically helpful to farmers of 
particular areas. Basically, therefore, it is the overall budgetary 
policy which matters, and not just the taxation in isolation of the 
res. of the budget. However, for the sake of simplieity of analysis, 
we are limiting the argument to the taxation side of the budget only. 

Although it is recognized that any fiscal policy will have repercus- 
sivc ciTects, an analysis of such effects is ignored here. The govern- 
ment polices are bound to affect the savings, investment, production, 
employment and growth in the economy. These in turn will bring 
about shifts in the absolute and relative ability-to-pay of the citizens 
(by whatever criteria they be measured). For example, there is a 
general fear that progressive tax rates discourage saving and invest- 
ment activity; and that if tax rates are progressive enough to bring 
about equality of income after tax, income-earning activity may not 
be pursued at all beyond certain limits. However, again in order to 
keep the argument at a simple level, this aspect of the problem is 
looked into later. 

Cost-of-service approach to the distribution of tax burden implies 
that the government should try to have a balanced budget. The abi- 
lity-to-pay approach does not have any such direct implication. Any 


“In progressive taxation the tax liability increases both absolutely and as a 
pioportion of income as income increases. In progressive taxation, though the 
absolute tax liability may increase with increasing income, as a proportion of 
income it will fall. In proportional taxation, tax liability slays as a given propor- 
itaon of income irrespective of income level. 
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suggestion to this effect is further removed if we bring in the expen- 
diture side of the budget to make the analysis more realistic. Actually, 
apart from other reasons, ability-to-pay approach has this advantage 
over other approaches that it admits of an extension of analysis into 
more realistic spheres and enables us to have a unified picture of the 
overall fiscal policy of the government. It can admit the interdepen- 
dence of the government expenditure and the paying ability. It also 
follows from such an extension of the analysis, that the government 
should not decide its fiscal policy with any predetermined notions of 
necessarily having a surplus or a deficit budget. Depending upon the 
overall welfare and other considerations, the authorities can move 
ahead with a policy of a deficit or a surplus budget. Furthermore, 
such an approach of the overal effects of a fiscal policy also asserts 
that the authorities need not limit their revenue raising activities to 
taxation only— an active and effective debt management policy be- 
comes a part and parcel of the government fiscal policy. 

There can be difference of opinion as to what constitutes the ability 
to pay of the citizens. Here we can think of an index (subjective or 
cm objective one ) of ability-to-pay, on the basis of which the relative 
tax paying ability of different citizens would be determined. An 
objective index might be sought in wealth or property of the citizens, 
or in their consumption expenditure or in their incomes. Subjectively, 
the choice of an appropriate index will be related to the sacrifice that 
the tax-payers undergo in meeting their tax liabilities. Strch a subjec- 
tive index could be based upon only equity considerations or upon 
equity-cum-welfare considerations. That is to say, this index could be 
decided on the basis of what constitutes an “equal” burden of taxa- 
tion; or upon apportionment of the sacrifice of tax-payers such as to 
impose the minimum aggregate sacrifice upon the tax-payers. 

Ill (A) Objective Indices of Ability 
(a) Property as an Index of Ability-to-Pay. The first objective index 
of ability-to pay would be the property or wealth of the tax-payers. 
By itself, however, it is not an adequate index. It is at the most an 
index supplementary to other indices. There are various limitations 
and conceptual difliculties in adopting this objective index. Assuming 
that the type of economy we are considering has the institutions of 
private property and inheritance (only then property as an index of 
tax paying ability would have any meaning), it follows that the tax 
system should be such as to allow the economy grow and develop in 
its own way. For the growth of an economy savings and investment 
process are essential and in the type of economy assumed by us, these 



The Division of Tax Burden--II 75 


tasks are primarily in the hands of the private individuals (and fami- 
lies) and the corporate sector. Such a privilege of having the private 
property and inheritance acts as a great stimulant for the will to 
work, save and invest. If taxes are imposed with reference to pro-- 
perty, such activities will obviously suffer, and will have adverse effects 
upon the growth and capital accumulation in the economy. 

Furthermore, if tax rates are quite high, they would eat into the 
property, and such a set-back to saving and investment activity will be 
all the more. It must also be remembered that in an underdeveloped 
country, where the volume of such taxable property is likely to be low, 
and where inequalities of wealth are great, this revenue resource is 
very likely to be not only inflexible but also inadequate. 

Property by itself is bound to be insufficient as index in many 
cases. Some properties yield more income than the others, and some 
may not be income-yielding at all. Similarly, cotksidering the owner- 
ship of property to the exclusion ot other sources of income will be 
highly misleading. 

However, it is by no means implied that property and wealth should 
not be counted while estimating the ability-to-pay. Though some pro- 
perties may not be earning income, yet by themselves they do indicate 
potential tax-paying capacity of the owners. Also from the point of 
\ icw of welfare, it is not good to let concentration of economic power 
take place. Moreover, concentration of economic power generates 
ihe possibilities of economic exploitation, and leads to unequal eco- 
nomic opportunities for the citizens. It is for this reason that taxing 
of gifts and inheritances should find an important place in any egali- 
tarian tax system. Besides, it is generally recognized that income from 
property confers, others things being equal, greater tax paying ability 
upon the owners^ than the same income which has been earned other- 
wise. Capital gains and unearned increments are also there. Also in 
a market economy, the property owners, especially the wealthier 
ones, enjoy unequal economic opportunities or are also able to mani- 
pulate the working of the economy to their advantage. 

In conclusion, we may say, that it will be erroneous to rely upon 
property as the sole index and source of taxation, but it is an impor- 
tant variable for both these purposes. Any good tax system will take 
into account the property ownership and the powers which it confers 
upon the owners and would consider it as an important source of 
public revenue. 

(b) Consumption Expenditure as the Index of Ability . Another objec- 
•fi. H. Plank, Public Finance, Richard D. Irwin, 1953, p. 180. 
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'tive index of ability-to-pay is the consumption expenditure of the 
members of the society. Though \arious arguments can be put forth 
in favour of consumption expenditure as an index of abilily-to-pay, 
this is not likely to be a satisfactory index at all. It is a far difliciilt 
index to construct and a still more dilficult tax to administer if the 
tax liability is to be determined on the basis of aggregate consump- 
tion expenditure of a citizen as during a given period of time, [f 
sc'me simple devices are adopted, like excise duties or sales taxes, it 
is implied that the citizens can be classified into ability categories 
according to the goods and ser\ ices they consume. As it is, some of 
the indirect taxes can be quite regressive in their nature. 

A further argument against the consumption expenditure would be 
the fact that in the economy, oui wants and their satisfaction are 
not limited to consumption only. Every economy has to undertake 
saving and investment also. It is. therefore, quite questionable to tax 
only that part of income which is consumed, and leave out that por- 
tion which is saved and invested. 

Furthermore, it is possible for propertied people to plough back 
their earnings into investment and increase the concentration of eco- 
nomic power in their hands without attracting tax liability. Ifse of a 
tax on consumption can be made as a part of the overall tax system, 
but not as the only form of public taxation. 

fr) Income as the Index of Ahility-to-Pu\\ Income is one of the 
most accepted indices of ability to pay, though it is usually supple- 
mented by other tax indices also. Even Adam Smith, while asserting 
the ability cFiterion as the first canon of taxation, appears to maintain 
that such ability is in proportion to the respective incomes of the tax- 
pa) ers. However, as we shall see, income itself, from the point of 
view of ability-to-pay, is subject to different interpretations. Accor- 
dingly, various conceptual points have to be clarified before this index 
can be recommended and of course, as in any other index, there arc 
various practical difficulties also. However, as we shall see, of the 
various indices available, this is the most acceptable single index. 

According to this approach, a citizen receiving a larger income is 
made to foot a larger tax bill and vice versa. As a matter of detail, 
income is divided into two parts. (/) earned income, and (//) unearned 
income. The latter includes capital gains etc., and is subjected to 
heavier taxation. Also, it is net and not gross income which should 
be considered for this purpose. This is because expenses might have to 
be incurred to earn the income under consideration. Therefore, 
various deductions are permitted from taxable income. Expenses 
needed to earn income are not necessarily monetary expenses. Theo- 
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rctically, it is the overall effort or disutility of work which should be 
considered as the cost of earning that income. An ideal index would, 
therefore, consider net income inclusive of leisure income. A person’s 
net income should mean his gross income plus leisure minus ‘expen- 
ses’ incurred to earn that income. However, net income, even when 
meas ired in this rigorous way, is not an ideal linal index of tax pay- 
ing ability. 7 he ability to pay will also have to consider both income 
and needs of the tax-payer. 

Apart from the above mcnlion''d qualifications, the ability is also 
a function of the marginal utility of income. This poses a tricky pro- 
blem. It means that in order to estimate the relative ability to pay of 
different tax-payers, we must know, firstly, measure of income to be 
used as the indev of ability and, secondly, the marginal utility of that 
income. This aspect of the problem brings in the subjective considera- 
tions in determining the tax liability and they are looked into later. 

There are certain other limitations also when we use income as an 
index of ability-to-pay. The question is intimately connected with 
the form of taxation — do we use income tax, or excise duties or sales 
tax etc.? The income as an index of ability-to-pay appears far less 
relevant in the case of corporate incomes with which the owner- 
ship pattern of the corporate sector is not necessarily positively corre- 
lated. An individual or family might own a number of small enter- 
prises and thereby acquire a large amount of income. Alternatively, a 
large busiifcss may be owned by a number of individuals or families, 
each getting a small amount of income. 

in the same manner, it is difficult to use indirect taxes. Since in- 
direct taxes are collected as taxes on commodities and services, it is 
implicitly assumed that the consumers can be classified into homo- 
geneous groups of equal ability-to-pay according to the types and 
quantities of goods and services purchased. This is obviously a highly 
unrealistic assumption. 

In the case of underdeveloped countries, it may be partially correct 
to assume that the richer sections will be interested in purchasing 
various items of luxury. But even there it is not necessarily so. In 
the countryside, even very rich farmers are not likely to have refri- 
gerators or air-conditioners etc., simply because there may not be 
any electricity. In the advanced countries, the difficulty is still more 
because there the consumption pattern is still less indicative of the 
relative ability. 

However, in spite of all the imperfections, income as an index of 
ability is more appealing than other indices. It still satisfies our a 
priori expectations to a great extent. 
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In practice, however, often it will be helpful if we adjust and deter- 
mine the tax liability at multiple levels based upon income, consump- 
tion, wealth and property, gifts and inheritances, capital gains and 
unearned increments etc. Also it wll be helpful if the form of taxa- 
tion includes both direct and indirect taxes in their variety. 

HI (B) Subjective Indices of Ability-to-Pay 

Subjective approach to the abilily-to-pay proceeds on the assump- 
tion that a tax-payer undergoes a hardship or suffers a sacrifice by 
paying the tax. It is assumed that he does not feci better by the idea 
that he is contributing to the welfare of the society through helping 
the State in its multifarious activities. Also, it is assumed that a tax- 
paver's sacrifice depends upon his own lax liability, and is not affec- 
ted by the tax liability of others. 

Assuming that lax paying means a sacrifice on the part of the tax- 
payer, we can discuss the question of determining the tax liability of 
each tax-payer either in terms of equity or in terms of welfare. Equity 
approach will dictate that each tax-payer should be made to undergo 
‘same’ amount of cacrifice irrespective of his income etc. Welfare 
approach will dictate that the aggregate sacrifice of all the tax-payers 
should he the minimum, so that the resultant welfare loss to the 
community is the minimum. It shall be seen that ‘equal sacrifice' 
admits of different interpretations and one such interpretation tallies 
with the welfare considerations also. 

As stated above, the equity approach maintains that each tax-payer 
should be subjected to the ‘same’ or ‘equal’ sacrifice. This term 
admits of three interpretations, viz. equal absolute sacrifice, equal 
proportional .sacrifice and equal marginal sacrifice. Dalton adds a 
fourth possible interpretation, namely, constant inequality of incomes.* 

It means that the inequalities of incomes as between different tax- 
payers should remain the same after the tax as they were before the 
tax. Equal marginal sacrifice also leads to the Least Aggregate or 
Minimum Aggregate Sacrifice. Now the problem is to choose the right 
type of meaning of ‘equity.’ As Dalton says, “Prima facie, it is not 
dear, on grounds of equity, which of these four is to be preferred."* 
While applying any of these principles, or interpretations, we have 
to know the utility function of income. That is to say, we must know 
the way in which marginal utility of income varies as income of a 

*H. Daltoo, Public Finance, London, Routledge and Kegan Paul Ltd., 1949, 
p.9l. 

*/A/(/., p. 91. 



The Division of Tax Burden — II 79 


tax-payer changes. This is a highly tricky area. 

Utility IS a subjective entity and cannot be measured in absolute 
terms. It is still more difficult to have an inter-personal comparison 
of utility, especially when marginal utility of income itself might be 
changing due to time, tastes and needs etc.® At the same time, it 
mii'-t be remembered that without the assumptions of cardinal 
measurement and irter-personal comparison of utility, it is not possi- 
ble to have any precise conclusions regarding the division of tax 
burden between tax-payers in term: of their respective ability to pay. 
But it is generally admitted that comraonsense demands that the 
assumption of similarity inutility ‘-che'dules is more plausible than 
any other as’^umption and that the same may also be assumed 
income di'»tnbution. The assumption of similarity of income-utility 
schedules has been made c\cn by those authors who do not accept 
its scientific \alidity. for example, Dalton says, ** “most of us, at 
given levels of income, are more alike each other in our normal 
needs an^ moods, and our reactions to variations in our income, 
than some theorists recogni/c.”’ Even Lionel Robbins who is consi- 
dered a champion of positivism, says, “I do not believe and I have 
never believed that in fact men are necessarily equal or should always 
be judged as such. But I do believe that in most cases, political cal- 
culations which do not treat them as if they were equal are merely 
revolting.*'® 

Similarly, Lcrner asserts that if currently different individuals have 
different capacities to enjoy income, it still points towards the need 
to bring about income equality, but slowly, so that over time the 
lower income people may also acquire a capacity to enjoy larger 
incomes.^ However, agreeing that it is not possible to have objective 
measures of utilitv, we may offer the following observations. 

(a) Equal Absolute Sacrifice. This means that different tax-payers 


'*Tt remains to be seen whether a workable and reasonably meaningful 
measure of utility can be developed in time and whether thereby the subjective 
concept of ability-to-pay can be given an operational meaning At this state, we 
do not possess a universally accepted measure of utility by which to apply one 
or the other sacrifice formula.” R.A, Musgrave, The Theory of Public Finance^ 
McGraw-Hill. 1959. p. 109. 

’H. Dalton, op. cit., p. 92, footnote 2, 

’Lionel Robbins, 'Tnter personal Comparisons of Utility,” Economic Journal^ 
Vol 48. No. 4, December 1938, pp. 635-41, quoted in R.A. Musgrave, op. ciL. 
p. 109. 

•a.P. Lerner, Economics ofControl, The Macmillan Co., New York, 1944. 
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are raaJe to sacrifice the same amount of utility by way of taxes. To 
put it differently, the difference between the aggregate utility from 
income before tax and the utility of income after tax is the same for 
every tax-payer. Symbolically, U {Y)-U(Y-T) ‘•hould be the same for 
all, where U is the total utility, Y the income before tax, and Y-T the 
income after tax. If this iloctrine is applied, each memhor of the soci- 
ety will be paying some tax at least and none will lie exempted contri- 
buting a share to the public revenue. But we still have to investigate 
whether tax rates should be regressive, proportional or progressive. 

Let us assume that the income-marginal utility schedu'es arc iden- 
tical for all, that is, each individual has the san.e capacity to enjoy 
income. If now we further assume that the marginal utility of income 
is constant (marginal utility curve runs paralled to A'-axis) then it 
follows that each tax-payer should pay the same absolute amount of 
income as tax. This will mean a lower rate of tax as income increases, 
that is, regressive rates. On the other hand, if the income utility sche- 
dules fall, that is, if marginal utility of income falls as income rises, 
then with rising income, tax amount will have to increase to represent 
the same amount of sacrifice. When the rate of fall in marginal utility 
of income equals the rate of rise in income, proportional taxation will 
result in equal absolute sacrifice. On the other hand, if the marginal 
utility of income falls at a rate faster than the increase in income, 
then the equal absolute sacrifice w'ill require progressive *ax rates. It, 
should be noted, however, that unless the slope of the marginal utility 
curve is known precisely ever the relevant range, the above conclu- 
sions cannot be drawn. 

{b) Equal Proportional Sacrifice. According to this principle also, no 
one is exempt from sharing the tax burden. [In this case, each tax- 
payer is supposed to sacrifice the same percentage of the total satis- 
faction which he would have derived from his income. It means that 
the satisfaction lost in terms of tax payment bears the same propor- 
tion to the satisfaction from the pre-tax income in each case. Symbo- 
lically, it would mean that the tax liability of each individual is deter- 
mined in a manner that for his income Y, [U{Y)-U{Y-T)] / U(Y) is 
a constant. However, while in the case of equal absolute sacrifice, we 
were able to lay down the rules for progressiv e, proportional or re- 
gressive tax rates (with reference to the rate at which marginal utility 
falls with an increase in income), such an easy generalisation is not 
possible in this case. Here the relative rate of change in marginal and 
average utility of income will have to be looked into. If the marginal 
utility of income remains unchanged, then equal proportional sacrifice 
would call for a proportional taxation. On the other hand, if the 
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marginal income utility falls, then we shall have to look at the rela- 
tive percentage shifts in the marginal and average utilities. If the 
decline in marginal utility is of the same rate as the decline in the 
average utility then proportional tax will satisfy this objective. If the 
fall in the marginal utilUy is at a rate faster than the fall in the average 
utility, progressive taxation will be called for. If the fall in the marginal 
utility is at a rate smaller than the fall in average utility, then regres- 
sive taxation will be needed to satisfy this criterion. 

The above analysis can be presented graphically also. In Fig. 6.1, 
income is measured along horizontal axis and marginal utility of 
income along vertical axis. If marginal utility falls at the same rate 
as the rate of rise in income, then the marginal utility curve would 
be drawn such that for each point the rectangle formed by the 
abscissa, the ordinate and the tw o axes bears the same proportion to 
the area under the curve to the left of this point. The equation of this 
curve is given by U'{Yi)iU'iYi)= V Ta/Ti where U\Yi) and U'{Y^ 
are the marginal utilities of incomes Yi and Tjj. Let us draw a 

straight line pass- 
ing through the ori- 
gin O, intersecting 
the line of propor- 
tions at P and for- 
ming an angle of 
45® with each axis. 
Also let a rectangu- 
lar hyperbola APB 
pass through point 
P. Then the line of 
proportions CPD 
would he below the 
rectangular hyper- 
bola to the left of P 
and above it to the 
D right of P. Now, 
g for equal propor- 
^ tionai sacrifice we 
® Income X have the following 

FIG, 6.1. conclusions. If the 

marginal utility curve coincides with CPD, the income tax rates 
should be proportional; if it falls more rapidly than CPD, then the 
rates should be progressive; they should be regressive if the marginal 
utility curve descends less rapidly than CPD. Thus we find that in the 
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case of equal proportional sacrifice, tlie lax rates do not have to be 
progressive simply because income is subject to falling marginal uti- 
lity. It should be noted, however, that the above conclusions are 
based on the assumption that the behaviour of the marginal utility of 
income (that is, the slope of the marginal utility cuive) is known over 
the entire range of income. 

(c) Equal Marginal Sacrifice or the Least Aggregate Sacrifice. 
According to this interpretation of equity, the tax burden sliould be 
apportioned in such a way that the marginal utility of income left 
after tax with any tax-payer would be the same. Symbolically, for 
each tax payer, t/' (7— T) should be the same. In this principle the 
emphasis is equally on the welfare of the community. It follows from 
the utilitarian dictum of “the greatest happiness of the gieatest 
number.” This philosophy asserts, amongst other things, that the 
aggregate sacrifice imposed on the community by the taxation should 
be the least possible. However, though this doctrine sets rhe objective 
of least aggregate sacrifice by the tax-payers, “there is no generally 
accepted view as to what it involves in terms of individual sacrifice.”'® 
Musgrave, Pigou and others consider it the “ultin ate princip'e of 
taxation.'’'^ 

In this case, if we assume that the marginal utility schedules are 
identical and sloping downwards, then it follov.s that the taxation 
would begin with the highest income and once that income is lopped 
off to the next highest income, both incomes start s'l.iring the taxa- 
tion equally, and so on. In the end, cither all incomes left after taxa- 
tion arc equal or (in the case of lax revenue being not so much) 
all the taxed incomes are equal ' hile the non-taxed incomes are 
smaller than the taxc<l ones. “It has been suggcstetl that this principle 
would be realized by taxing only the largest incomes, cutting down 
all above a certain level to that level, v hile exempting all below that 
level. Thus, all incomes above, say, £1500 a year would be reduced 
by taxation to the figure, and on one, whose income was less than 
this, would be taxed at all.”i2 

It is also clear that with these assumptions, this principle necessarily 
leads to progressive taxation — a conclusion which is sometimes 
erroneously supposed to be applicable to other cases also. 

*®E.H. Plank, Public Ftnmce, Richard D. Irwin, 1953, p. 177. 

“R.A. Musgrave, op. cit., Ch. 5, c., c and A.C. Pigou, A Study in Public 
Finance, 3rd edn., Macmillan and Co., 1951, Part II, Chapter I. 

”H. Dalton, Public Finance, pp. 86-87. For a similar statement, also see A. C. 
Pigou, A Study in Pubiic Finance, 3r<l edn., Macmillan and Co. 1951, p. 57, 
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It is well known that utility cannot be measured and interpersonal 
comparisons of utility are not possible. On this basis, some writers 
insist that the above conclusions are not scientifically based. In the 
absence of any relevant information, it is not possible to prove that 
the best way of apportioning tax burden would be to enforce equal 
incomes after tax. However, Lerner^^ shows that even when the 
marginal utility schedules are not precisely known, and even when we 
do not have the possibility of interpersonal comparisons of utility, 
still it is possible to conclude that a shift towards equality in income 
distribution would maximize the aggregate satisfaction of the com- 
munity. However, he bases the argument on the assumption that in the 
absence of definite information, the probability of a loss in aggregate 
satisfaction may be taken as high as that of a gain in aggregate 
satisfaction when income is redistributed. Howe\cr, in his analytical 
framework, the amount of a probable loss is more than . the probable 
gain if there is a move from equality towards inequality (and there- 
fore, the amount of probable gain exceeds the amount of probable 
loss if we move from inequality towards equality). As a result, the 
society maximizes its probable aggregate satisfaction when incomes 
are oistributed equally. Lerner’s conclusion, however, rests on proba- 
bility argument only and cannot be taken to be objectively conclusive. 

Pigou sa3s that the right goal of every go\ernment is the maxi- 
mum welfare of the community. And “in the special field of tax- 
ation, this general principle is identical with the principle of least 
saciificc.”’^ 


A NOTE ON TAXABI.E CAPACITY 

The concept of taxable capacity is intimatel> connected with the con- 
cept of ability to pay, though the two concepts arc not equivalent to 
each other. The ability-to-pay refers to a method of apportioning 
a given tax burden amongst the tax-payers. Such a share of a tax- 
payer according to this apportioning method may or may not exceed 
his capacity to pay. Also the ability-to-pay refers only to the existing 
set of circumstances and repcrcussivc changes are not brought into 
account. Taxable capacity on the other hand refers to the maximum 
tax which might be collected from a particular tax-payer or a group 
of tax-payers under consideration. Such a tax paying capacity may 
be estimated with reference to the economy as a whole, a region, an 

”A.P. Lerner, Economics of control. The Macmillan Co., New York, 1944, p. 30. 

^*A.C. Pigou, op. cit., p. 43. 
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' industry, a group of individual, a particular country and so on. 
Such a measure of taxable capacity will be referred to as the absolute 
taxable capacity. 

In relative taxable capacity, however, we compare the absolute 
taxable capacities of different ta,\-payers, or groups of tax-payers etc., 
(or even those of two or more countries). U is obvious that when a 
given amount of tax is to be collected such that the amount of tax 
to be collected is less than the aggregate absolute taxable capacity of 
all the tax-payers, the tax burden should be apportioned amongst 
them according to their relative taxable capacity. Since a tax-payer 
who has greater ability to pa> will have correspondingly greater tax- 
able capacity, it follows that the apportioning of tax burden accor- 
ding to either approach will yield the same result. While discussing 
the ability-to-pay concept, we have seen various conceptual and prac- 
tical problems that are encountered in estimating the taxable capa- 
city also. And these problems are magnified when we attempt to 
estimate absolute taxable capacities. In this section, we shall concen- 
trate upon particular difficulties in defining and estimating absolute 
taxable capacity since the difficulties of estimating relative taxable 
capacity are similar to those encountered in estimating ability to pay 
indices. 

Wc may start with an observation made by Dalton viz., “ 'Taxable 
capacity, is a common phrase, but a dim and confused conception.”'^ 
Here we should remember that the implicit reference is to absolute 
taxable capacity. Furthermore, Dalton talks of only absolute or rela- 
tive taxable capacities of the whole communities and not of indivi- 
dual members within a community. Within a community, as we have 
seen, relative taxable capacity will be equivalent to an index of rela- 
tive ability-to-pay. 

Absolute taxable capacity refers to “the maximum tax” which 
can be collected from the tax-payers. Assuming that the State has an 
absolute authority over the resources of the community, the limit to 
taxable capacity would be the total resources of the community as a 
whole. Such an extreme measure, however, is not applicable for an 
individual tax-payer to the exclusion of others. It is because a modern 
State is expected to levy taxation without discriminating against any 
individual tax-payer. He can, therefore be taxed to the ftill amount 
of his resources if everyone else is treated in the same w^. Anyway, 
in practical terms such an extreme measure of taxable capacity viz., 
the resources of the community, has no useful meaning especially 


”H, Dalton op. cit., p. 163. 
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-where the means of production are not all owned by the State and 
where all the production decisions are not taken by the government. 
Any practical meaning of absolute taxable capacity will determine the 
limit to a figure much below this totality of the society’s resources. Here 
then we have another extreme. It is sometimes stated that taxable 
capacity is that tax amount which can be collected without any suffer* 
ing on the part of the tax-payers. This position is as objectionable as 
the earlier one since in that case the taxable capacity will be zero. 

This, therefore, brings us to the additional variables which have to 
be encountered for estimating the taxable capacity. In the short run, 
it has to be decided as to how much sacrifice may possibly be imposed 
upon the tax-payers. In this connection people have referred to vari- 
ous basic figures like subsistence or existing standard of living etc. 
Incomes over and above these levels are supposed to represent the 
taxable capacity. It is obvious that all such measures are subjective 
and \ ague and cannot give any estimate of the taxable capacity. 

The taxable capacity, in whatever way defined, is not a constant 
entity. In th<* i> i,*: run, it is bound to change through saving, invest- 
ment, economic growth, production pattern and so on. People have 
tried to relate the measure of absolute taxable capacity to these vari- 
ables but without success — since the resultant effects on these variables 
cannot be so quantified as to assert that if a particular variable 
changes by a certain quantitative magnitude, the absolute taxable 
capacity of the community changes by so much amount, and so on. 
And the problem becomes totally insoluble when not a change in but 
an absolute measure of the taxable capacity is sought. In the latter 
case, vague statements will have to be made like the one saying that 
taxable capacity is reached when the production of the community is 
‘unduly’ affected and so on. Such qualitative assertions have no 
meaning because they cannot be quantified easily and arguments 
cannot be put forth in favour of one in preference to the other. 

If therefore, we are asked as to what is the absolute measure of 
taxable capacity of an individual or a community, we have no answer. 
Edwin Cannan’s ‘Nohow’ is the ultimate answer. If, on the other 
hand, we are asked as to the factors which determine or affect such 
an absolute taxable capacity, we can mention them but only in a 
general way without being able to specify the quantitative effect of 
any. We can, however, talk of these determining variables in the con- 
text of short-run and long-run respectively. 

Sbort-ran Factors 

If we assume that taxable capacity is the maximum tax which can 
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be levied without regard to the effects of or suffering therefrom, then 
it is equal to the absolute resources of the community owned by the 
members of the societ}. On the other hand, if taxable capacity is the 
tax which can be levied without any sacrifice on tlic part of the tax- 
pax ers, then the figure will be /cro. In between these two extremes, 
a host of determining variables will have to be taken into account. 
Income and wealth distributioruff the communil> will have an impor- 
tant bearing upon the capacity, since it will affect the m«irgmal utility 
of income and wealth and hence the sacrifice which the lax-paycis will 
have to bear. The pattern and rate structure of taxation, and the mode 
of lax collection will also be important variables. Indirect taxes 
arc supposed to be psychologically less burdensome. Taxes on un- 
earned increments, windfalls and capital gains ate not expected to 
worsen the tax-payer’s position as compared to the one in the base 
period. The timings and methods of paying some taxes can be more 
irksome than those of the uthers, and so on. In the same way, political 
and other factors will have their own bearing upon the willingness 
of the tax-payers to pay taxes. The citizens arc willing to undCigo 
more sacrifices during war which they believe to be a just one. 
Citizens who are moie fervent in their religious and social obligations 
are ready to bear more taxes for financing such activities. Again, a lot 
depends upon the way the government is using the public revenue 
and the opinions of the tax-payers regarding the rationality of public 
expenditure. 

Long-run Factors 

Similar variables operate in the long run also. If the public autho- 
rities are helping the economy through capital accumulation, pro- 
vision of social ovei heads, improving the productive efficiency of 
labour, encouraging the adoption of better techniques of production 
and so on, then taxable capacity will improve — in whatever way it is 
being defined. Monetary and fiscal policies of the government which 
bring about economic stabilization with a high level of employment 
and production will naturally enable the community to pay more taxes 
than if it was passing through a phase of depression and unemploy- 
ment. Government policies in the field of foreign trade and capital 
movements also can have a profound effect on the cost price structure 
and the productive capacity of the country. 

However, the concept of relative taxable capacity, we may assert, is 
a more practical concept; and it has often to be used also in one form 
or the other. A measure of relative taxable capacity may be needed 
as between the two countries or between different tax-payers of the 
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same country. The need for the former would arise in apportioning 
the cost of various international organizations, or when poorer 
countries arc to be helped in their economic growth or in natural 
calamities etc. Here a useful and plausible criterion would be a com- 
posite index of per capita income and national income of each country 
under consideration. Regarding the rclatixe taxable capacity as bet- 
ween different tax-pavers in the same country, an acceptable index of 
relative ability to pay has to be formulated. 

In the case of relative ability to pay, as we have seen earlier, no 
final criterion is available for constructing the index of ability 
to pay. Of the ones available, income is the most acceptable criterion 
though this ought to be supplcinented w ith property and expenditure 
criteria. The income criterion itself has to be used with caution and 
the index of relative ability to be estimated by covering qui:' a few 
conceptual and practical considerations. As stated above, a proper 
definition of taxable income will have to take into account the margi- 
nal utility of income, the leisure income, effort and expenses incurred 
in earning ♦hat income, the nature and source of the income and so 
on. The pattern of government expenditure is also an important 
variable here. And so are the composition and mode of tax collection. 
Furthermore, the employment policy and overall in:ome and wealth 
inequalities arc important variables in estimating the relative taxable 
capacity. It is also clear that any measure oi relative taxable capacity 
will be subject to variations over time on account of the factors 
aflccting it. Before the popularity of econometric methods, it was 
found extremely difficult to assess changes in the relative taxable 
capacity as between regions, sectors or economies. For this purpose, 
some important economic variables are chosen and regression analysis 
is used to quantify the extent of variation in the relative taxable 
capacity in quantitative terms. 

In conclusion, we may say that, “Relative taxable capacity . . . may 
be given an intelligible meaning. Principles. . .may be laid down to 
govern the distribution of a given burden between two or more 
persons according to some criterion of ‘ability-to-pay But the 
concept of absolute taxable capacity “should be banished from all 
serious discussions of public finance.”^"^ 

Usefulness of the Concept 

We may legitimately ask as to whether the concept of taxable 

^•/6/J., pp, 169-170. 
p. 171. 
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capacity has any relevance in theory or in practice. From the above 
discussion it is clear that the concept tends to overlook the fact that 
the state sector forms an integral part of the economy. For a proper 
appreciation of this problem we must explicitly recognise that the 
basic problem before the state is not to assess what the private 
sector should pay to the state sector by way of taxes. Its primary 
concern, on the other hand, should be with the totality of its budget 
in which tax revenue would form but only one component. The state, 
equipped with adequate knowledge of the responsiveness of the 
private sector to various fiscal measures, should formulate an optimal 
budget — a budget that yields maximum welfare for the society 
under given circumstances. Such an optimal budget lays down a 
simultaneous determination of the level and composition of public 
expenditure, level of tax revenue, rates and coverage of the tax sys- 
tem, and public debt policies including the borrowings from the bank- 
ing system and the central bank of the country. The optimal budget 
takes care of the effects of its operations and policies on employment, 
price stability, balance of payments position, generation of income 
and output, income and wealth distribution and so on The concept 
of taxable capacity, on the other hand, tries to set a limit to the size 
of the budget while it refuses to recognise that the state sector (and 
hence the level of public budget) has a lower limit for a woikable 
efficiency of the economic sy stem as a whole. Musgrave, therefore, 
advocates that “the concept of taxable capacity must be discarded in 
favour of a concept of optimal budget.”^® However, we must concede 
that given a decision tq collect a certain amount by way of tax 
revenue, the concept of relative taxable capacity has still a meaning 
from the standpoint of equity of division of tax burden which we 
have considered in this and the preceding chapters. 


’"R. A. Musgrave, op. cit., p. 51. 
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It is a patent fact that the economic unit upon >vhich the authorities 
impose a tax may not be the ultimate payer of that tax. Each eco- 
nomic unit is related to the others through various economic transac- 
tions and it may be possible for the economic unit which is statuto- 
rily liable to pay the lax to collect a part or whole of the tax from 
others. In this chapter, we shall analyze the possibility and pheno- 
menon of shifting the money burden of the tax by those who have 
the statutory responsibility of paying it in the first instance. 

The Impact, the Incidence and the Effects of the Tax' 

Impact of a tax is the first point of contact of the tax with the tax- 
payers. It is upon those who bear the first responsibility of paying 
it to the authorities, that is those who have the statutory responsi- 
bility of paying it to the government. Incidence of a tax, on the 
other hand, is defined as its final resting place. It is to be seen and 
judged in terms of the money burden of the tax. To put it differently, 
the incidence of a tax is upon those economic units which finally 
bear the money burden of it and which are not able to pass it on to 
others. Incidence lies upon that final source from which the tax 
money comes. 

Any particular tax (such as an excise duty) is likely to be borne by 
a large number of economic units which may or may not be divisible 
into homogeneous categories. Even a single unit of a tax, such as the 
excise duty collected on one unit of an item of production, may be 
shifted and finally shared by a number of economic imits. It is also 
likely that the task of tax shifting passes through several stages and 
the final incidence of a tax gets well scattered. The money burden 
of a tax can be shifted, partially or fully, only through the vehicle of 
price variations. Price may be raised in the sales transactions or 
may be lowered in purchase transactions. As a result, in the process 
of tax shifting, prices of various goods and services change. If how- 
ever, the sales transactions of a taxed good or service come to an 
end, there is no possibility of shifting the incidence at all. And if the 
tax happens to be on a commodity, service or an item which ceases 
to exist, then there would be no incidence of the tax upon anyone 
because the tax would not be collected in this case and for the pur- 
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pose of incidence it just would not exist. 

When a tax is imposed and collected, it involves certain responses 
from the tax-payers and the economy. Such responses can be of great 
variety and can profoundly influence the working of the economy in 
terms of production, growth, saving, investment, choice of techniques 
of production, regional imbalances, inequalities of income and wealth, 
ai^d so on. These responses and their results are collecti\cly called 
the effects of that tax. The effects of a tax, therefore, stand apart, 
both conceptually and analytically, from both the impact and the 
incidence of the tax. While the impact of a tax is its first point of 
contact with the tax-payers and while incidence is its final resting 
place, its effects will be the rescltant responses and changes in the 
economy. These effects can be the result of the fact of tax imposition 
itself and they could also follow from the process ot shifting its 
incidence. For example, the minimum effects of a tax, when it is im- 
poseu, will be a reduction in the disposable income of the tax-payef^; 
and if the tax is shifted, then at least some prices would change. 

Effects of a tax can be both beneficial and harmiul. Harmful effects 
of a tax will be referred to as the burden of that lax. .Such a burden 
will have two dimensions— wo/jfi' burden and the real burden. Money 
burden refers to the reduction in the disposable income of the tax- 
payers. Money burden of a tax, moreover, may be direct or indirect. 
Direct money burden refers to the amount of tax being paid by the 
tax-payers to the authorities. It is, therefore, equal to the tax collec- 
tions. But as we know, the lact that a tax is being imposed and 
collected can cause additiqnal expenses to the tax-payers. A tax-payer, 
for example, might have to go to the Treasury to deposit the tax 
amount and thereby incur some expense on conveyance. Such additio- 
nal money expenses would be called indirect money burden of the tax. 

The harmful effects of a tax, such as in terms of increasing un- 
employment, or reduced production etc. will be called its real burden. 

It is equal to the loss of welfare to the tax-payers and the commu- 
nity as a whole. A real burden itself may be divided into two parts, 
namely, the direct and the indirect real burden. Direct real burden of 
a tax will be the sacrifice of the welfare which a tax itself imposes. 
upon the tax-payers. It, however, is not net of the benefits, if any, of 
the tax. Since a tax can also generate various harmful effects indi- 
rectly, such an indirect loss of welfare will be referred to as the 
indirect real burden of the tax. This indirect real burden is also not 
net of the possible benefits of the tax. 
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Mrs Hicks uses the terms formal and effective incidence of a tax.*' 
To her, formal incidence of a tax means the money burden of a tax 
or its money incidence. In her own words, formal incidence refers 
to “the proportion of people’s incomes which goes not to provide the 
incomes of those who furnish them with goods and services, but is 
paid over to governing bodies to finance collective satisfaction.’’^ 
Here she is referring to the activities of the authorities for providing 
various public services to the community for which they need iinance. 
Such a financing may be provided not directly by the tax-payers but 
through purchases and sales. Mrs Hicks, there ibrc, is implicitly 
assuming that there is always a difference between the impact and 
incidence of a tax. Wc may say that a special case of Mrs Hicks’ 
pi oposition would be one where the impact and incidence of a tax 
rest upon the same place. 

Further, it would be noted that the formal inciuence of a tax is 
caual to the amount of that tax collected by the Treasury and the 
formal incidence of the tax system as a whole is equal to the total 
tax revenue of the aulhoiities. For the tax system as a whole, it will 
mean the final resources which are transferred to the authorities by 
way of a fax system. F.ffcctive incidence, on the other hand, is equi- 
valent so the effects ot taxation In the usual sense of the term. It 
will include all the advantages and disadvantages which an economy 
derives from a lax system. It is nearly impossible to properly esti- 
mate the effects or effective incidence of a tax. If the tax is already 
there, we have to compare the situation as it is with the tax with the 
one which would have been there without the tax. The latter possi- 
bility is, however, a hypothetical one. Similarly, if the tax is not 
there we have only the situation without the tax. This situation is to 
be compared with the one which would obtain if the tax in question 
is imposed. Since in either case, one of the situations to be compared 
is hypothetical, such a comparison is nearlv impossible. 

Musgrave uses the term incidence of a tax in a different sense.'* 
When a tax is imposed, or its rates etc., arc changed, the effects are 
felt in different spheres of the economy. The ‘incidence’ of a tax is 
“the resulting change in the distribution of income available for 
private uses.”^ The distributional effects of changes in a particular 

*U.K. Hicks, Public Finance, Pitman Publishing Corporation, New Vork, 
J947. 

p. 158. 

•R. A. Musgrave, The Theory of Public Finance, McGraw-Hiil Book Co., 1959. 

*lbid., p.2}U 
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'tax aie called specie tax incidence. On the other hand, assuming 
that the government is interested in choosing between alternative 
ways of raising a given amount of real resources by means of tax- 
.ation, the “distributional changes that result as one such tax is substi- 
•tuted for another are referred to as the differential tax incidence.”® 

Forward and Backward Shifting 

Now a tax may be shifted either through a sales transaction or 
through a purchase transaction. For example, if a producer is asked 
to pay an excise duty on his product, he may enhance the sale piicc 
of the product or he may force the suppliers of raw materials or 
other inputs to him to accept lower prices. In the former case, it is 
forward shifting. The producer is collecting a portion of the tax 
from his customers and is shifting a portion of the tax burden for- 
ward. Since a tax is shifted through the means of a price variation, 
in the case of forward shifting, the price of the commodity or service 
through which the tax is being shifted, will increase. On the other 
hand, it becomes a case of backward shifting, if the tax is shifted 
through the vehicle of purchase transaction. In our example, back- 
ward shifting will occur if the producer reduces the purchase pricc(s) 
of an input (inputs). It must be emphasized that along with an im- 
position of a tax, there is likely to be a change in the demand and 
supply forces of the taxed good implying that the price of a good 
also undergoes a change additional to the one brought about by the 
sheer fact of tax shifting. It is obvious that only that change in price 
would be indicative of a shift in the incidence of a tax which takes 
place on account of that tax and not on account of the shift in 
demand and supply forces. In a modern economy, demand and 
supply forces are generally subject to a dynamic change and accor- 
dingly, it becomes quite difficult to estimate the price that would have 
been there in the absence of the tax. Furthermore, it is not necessary 
that a tax must be shifted only forward or backward. It can shift 
partly in each direction, depending upon the sales/purchase transac- 
tions involved and the market forces at work. Also, it would be 
readily seen that the shifting of incidence of a tax need not be of a 
given pattern only. Over time, with changing demand and supply 
forces, the incidence may shift differently. 

Shiftiogof aTax through Tax Capitalization 
There are certain durable items like houses, cars etc. which are 


mid., p. 212. 
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subject to periodic taxes. If in this case, the tax is to be shifted 
backwards, then it is essential that the purchaser shifts it back at the 
time of its initial purchase which means that the purchase price is to 
be reduced sufSciently so as to cover the amount of the tax to be 
paid periodically in future. In this case an equivalent of the future 
tax payments is found in terms of the present value and the purchase 
price of the item is reduced by a part or full amount of that value. 
Such a reduction of the purchase irice by the purchaser is called 
tax capitalization. The principle of tax capitalization can be under- 
stood by looking at the way the buyer would work out the offer- 
price for a durable item. 

Let jRi, i? 2 , Rs,...,Rn be the money receipts (or money equivalents 
of the services) which the taxed item is expected to yield to its owner 

at times 1, 2, 3,...,« in the future. LetTi, Tg, Ta Tn be the 

amounts of taxes to be paid out of the receipts Ri, R 2 , R3,-.-Rn, 

Let ri, ft, rs, . . . rn, be the rales of interest for period 1, 2, 3 

respectively. Then the present worth of the 'net receipts from the 
taxed item ui.d'r consideration is given by 

n 

pu/ — Ti I Rs — 7*2 I R » — 7 n ^^ Rt Tt 

(l+rild+raja"*"'" Z/fl+r,)' 

i=-l 

The price offered by the purchaser is limited by PfV. It ob\iously 
falls (rises) as the tax amount rises (falls). 

Theories of Tax Shifting 

There are quite a few theories and ideas as to who pays the tax in 
the final analysis, that is to say on whom the final incidence of a lax 
rests. In this connection, there are three prominent approaches 
which we shall consider one by one. They may be referred to as the 
Concentration Theory, the Diffusion Theory and the Demand and 
Supply Theory. 

A. The Concentration Theory. This approach maintains that there 
is an inherent tendency for the taxes to be absorbed by certain 
income classes. It was advocated by the Physiocrats and the Classical 
economists. The Physiocrats believed that in an economy only those 
could bear the taxes who were appropriating a “surplus”. To 
them the artisans and other classes (except peasants) were not pro- 
ducers of surplus since in such cases the value of the final output 
was only equal to the value of the inputs. However, the story was a 
different one with agriculture. There the produce far exceeded the 
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■inputs and it was this surplus which was appropriated by the land- 
lords as rent. The peasants were left with only that much of income 
•which was necessary to maintain themselves and perpetuate their 
labour supply. In the same manner the artisans also got only that 
much of income which just represented their reproduction cost. Acco- 
rdingly, the only source from which tax revenue could finally come 
was the land rent. If a tax was imposed on any other sector of the 
economy, it would get shifted to agricultural rent through interdepen- 
dence of the economic sectors and the agricultural rent would finally 
absorb it — incidence of any tax would rest there. It was therefore bet- 
ter if taxation was levied on agricultural rent in the first place itself. 

The Classical economists were able to add a refinement to this ana- 
l\sis. They realized that there were two surpluses in the economy, 
namely, rent and profit. Accordingly, all tax incidence would get 
concentrated on these two surpluses and would be absorbed by these. 
Let us consider some possible taxes to see how this is corroborated. 

Land rent, according to Ricardian theory, arises due to the fact 
that agricultural production is subject to the law of diminishing re- 
turns and that with increasing population and demand, the supply 
of agricultural output and hence the marginal cost of production in- 
creases. The ( lassical economists also believed in the subsistence 
theory of wages and the Malthusian theory of population. Accord- 
ingly, in the market the wage rates of the workers and the peasants 
would tend to settle at subsistence level. If they ever slumped below 
this level, the result would be a reduction in labour supply because 
labour would st 'Tt dying .off. On the other ha'id an increase in the 
wages over subsistence would increase the labour supply in the long 
run. In the short run, however, labour supph can be taken as fixed so 
long as wages do not fall below subsistence.® 

Now suppose a tax is levied on agricultural produce. It means that 
with the additional cost of cultivation same output is being collected. 
This would raise the marginal cost of cultivation also. Because due 
to given population in the short run, the demand for agricultural 
goods does not fall, therefore agricultural prices go up. This raises 
the cost of subsistence of the workers. Wages would have to increase 
and they would cut into profits. Rent income does not fall because 


•Of course, there was no deflnite agreement as to what constituted ‘subsis- 
tence’. Even Ricardo himself maintained that subsistence was a variable quan- 
tity subject to changes over time and due to customs etc.. See David Ricardo, 
•On the Principles of Political Economy and Taxation, p. 222. 
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the landlords pay the tax on agricultural produce out of higher 
sales proceeds collected by them through higher agricultural prices. 
ThuN, the incidence of the tax finally rests upon the profits. However, 
if a tax is imposed not on agricultural produce but on agricul- 
tural rent itself, the landlords will have no vehicle to push the tax 
incidence on to others because rent docs not form a part of the cost 
of production, marginal cost of cultivation remains unchanged and 
so does the rent income. 

If a tax is imposed upon wages, the workers will have to be com- 
pensated through additional money wages to give them a given real 
subsistence.'^ Those who are appropriating profits will not be able to 
shift the tax incidence; but landlords will be able to. Higher wages 
would increase the marginal cost of cultivation and so via higher 
agricultural prices the tax incidence will be shifted to profits. If how- 
ever, a lax is levied on profit income itself, no shifting takes place 
and the tax is absorbed right there because wages, which are already 
at subsistence level, cannot be pushed dow n further. 

B The nf'nion Theory. If we believe in the interdependence of 
variou-. economic units in the economy and if v\e believe that the 
wage rales aie not settling, at subsistence level so that the “surpluses” 
exist tliroughout (we may even claim that at least in the shoit run, 
there is an dement of rent or surplus in the earnings of every factor), 
then it follows that a tax imposed at one place could shift to far 
flung sectors of the economy. Because of the constant interaction of 
sales purchase transactions, some people have maintained that even- 
tually it becomes impossible to trace the final incidence of any tax 
and that in rtaliiy all taxes get “dilTused” in the economic system. 
Dalton, however, does not agree with this thinking.® He asserts that 
such an approach only tries to run away from the basic problem of 
ascertaining the incidence and the cflects of a tax on account of the 
great difficulties which such an attempt encounters. In the case of 
some taxes, of course, the effects are widely diffused but with a proper 
analytical approach it should be possible to estimate both the inci- 
dence and the “wider effects” of the tax. The assertion that the taxes 
get ‘diffused’ in the economy is obviously based upon the implicit 
assumption that the market is sufficiently competitive and that the 

’Adam Smith says that money wages must rise if the money cost of subsis- 
tence rises due to a taxation of necessities Of course money wages must rise if 
wages themselves are taxed Sec Adam Smith, Wealth of Nations, The Modern 
Library Edition. 1937, p. 822. 

*H. Dalton, Public Finance, 1949, p. 71. 
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factors of production can move from one employment to the other 
quickJy, easily and without appreciable cost, it will follow that in 
that case it hardly matters where the taxes are imposed in the first 
place since they shall anyhow get well dilTused in due course of time. 
However, this theory is obviously based upon a wrong judgement of 
facts. 

Firstly, we know that even if the implicit assumpiions of this 
theory were correct, it would not have been a matter of indifference 
as to where the taxes are imposed. As Musgrave points out, why 
should we demarcate between the incidence (in the conventional 
sense of the term) and the resultant ‘effects’ of taxation? Incidence 
of a tax may be very important but so would be the ‘effects’ of 
it and the authorities should not be indifferent as between these 
different effects. 

Secondly, the assumptions upon which this theory is based are 
patently unrealistic. We know that in practice, markets arc seldom 
adequately competitive, for monopolistic competition and other types 
of imperfections are the order of the day. Factor mobilities are 
restricted due to more than one reason. It is, therefore, hardly justi- 
fiable to expect that the lax incidence will get ‘diffused’ in the 
economy. In a number of ca.ses, it may tend to sit where it is 
imposed. As we are arguing at other places in this Chapter, shifting 
of a tax and its division between different lax-pavers depends upon 
the elasticities of demand and supply and the sales^ transactions 
which are taking place. 

C. Demand and Supply Theory. This is the most acceptable approach 
in explaining the incidence of a tax. Tax incidence can be shifted only 
through sale/purchase transactions and only through a revision of the 
prices. A price revision is possible and is determined by the relative 
values of demand and supply elasticities. A tax can, therefore, be shifted 
only through a shift in the demand and/or supply curves and the 
sharing of the incidence will be determined by the demand and supply 
elasticities. The general rule is that irrespectives of whether the statu- 
tory liability of a tax (the impact of the tax) rests upon the buyer or the 
seller, the share of the tax borne by the seller will be the larger accord- 
ing as the elasticity of demand is larger; and the share of the tax borne 
by the buyer will be the larger according as the elasticity of supply is 
larger. Actually, the' tax burden will be shared between the buyer and 
the seller in the ratio of the elasticities of supply and demand. 

Let us illustrate this statement by first taking the case of a single 
commodity which has been subjected to a specific (per unit) tax. Let 
us assume that the impact of the tax is upon the sellers. Let (refer to 
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Fig. 7.1) the original demand and supply curves for the commodity be 
DD' and SS'. With the imposition of a tax SSi per unit upon the 
commodity, the supply curve shifts to SiSi and the price of the 
commodity rises from PM to P'M'. However, out of this P'M', the 
sellers get only AM the balance being collected by the government 
by way of tax. In other 
words, the incidence upon 
the sellers is equal to BA j 
per unit. On the other 
hand, the buyers are paying ,, ^ 
now P'M' instead of PM, g 
an increase of P'B per unit 
which is the incidence upon ^ ' 
them. It can be shown that h j 
this division of the tax .a 
P'A between the two shares ^ s| 

P'B and BA is in the ratio 
of the elasticity of supply to 

the elasticity of demand. q m' m ^ 

m<is, the elaalcily of AmoumofOood 
demand is given by pro- PlG. 7.1 

portionate change in de- 
mand divided by the proportionate change in the price to the buyers. 
That is to say, the elasticity of demand Ea is given by 

MM' J P' B 
OM / PM 

Similarly, the elasticity of supply is given by the proportionate 
change in supply divided by the proportionate change in price to the 
sellers. That is to say the elasticity of supply, £» is given by 

MM' / BA 
OM j PM 



Therefore, 


( MM' I ^ \f(MM' / 

\OM ! PM )l\ OMf PM ) 


P'B 

BA 


_ Incidence on BuyCTS 
Incidence on Sellers ’ 

If the tax is imposed upon the buyer, the demand curve would shift 
Ifte and downwards to DiDi. The buyers would then pay a price of 
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AM' to the sellers and a tax F'A per unit to the authorities. The 
resultant incidence on the two parties will remain unchanged. It can be 
shovm that even when the tax is ad valorem (that is, proportional to 
the price of the commodity), the incidence of the tax shall he shared by 
the buyers and the sellers in the ratio of the elasticity of supply to the 
elasticity of demand. The only difference here will be that the tax 
per unit will be different for different supply amounts. 1 he formula 
Buyer's Share o f Incidence _ E* 

Seller’s Share of Incidence Ea 

shows that as the elasticity of supply increases in relation to elasticity 
of demand, the incidence will be more on the buyer and vice versa. 
Thus, if the commodity taxed is being produced under constant returns. 



FIG. 7.2 

it follows that the supply curve will run parallel to A'-axis, and the 
elasticity of supply will tend to be infinity. In that case the incidence 
of the tax will lie wholly on the buyer. This will happen even when 
the tax is imposed upon the buyer (in which case the demand curve 
will shift downwards). Figure 7.2 illustrates this phenomenon and it 
is seen that here the points A and B coincide, so that P' B=P’A. 
Also note that here per unit tax will not vary even if the tax is not 
specific but ad valorem because the sale price by the sellers, net of 
tax, remains unchanged. 
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The tax will be fully borne by the buyers if the demand elasticity 
is zero (in the ratio EtJEd, 
the denominator becomes 
zero See Fig 7.3). Here 
the demand curve will 
run parallel to F-axis and 
an upward shift in the 
supply curve will auto- 
matically mean an equi- 
valent increase in the 
price being paid by the 
buyer. If the tax is ad 
valorem, say t per cent, 
the price will increase by 
exactly t per cent because 
the quantity demanded 
and supplied remains unchanged. 

^ It can be shown in the 

same way that if the ela- 
sticity of supply is zero, 
or if the elasticity of de- 
mand is perfect, the sellers 
will bear the full incidence 
of the tax (See Figs. 7.4 
and 7.5.). 

Dalton shows* that in 
absolute terms the inci- 
dence of a commodity tax 
on the buyers will be given 
tE, 




by 


where t is 


Amount of Good Demanded/ 
Supplied 

FIG. 7 4 


E,+Ed 
the tax per unit (it may 
be ad valorem of specific) 
and the share of the 
sellers will be given by 


tE^ „„ 

Ed+E,' ^ 


generalizes 

it to the case where different rates are imposed upon a number 
of different sources of supply. If, for example, there are n sources 


tH. Dalton, Public Notes to Chapters Vll and VIII. 
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of supply with supplies of *i, *8..., Xn, and if they have the elastici- 


ties of supply ei. Cl, 

ea,. . . , Cfi respectively, 
and if the respective 
tax rates upon these 
supplies are ti, t 2 , ts,- • ■> 
/». then the incidence 
of the tax upon the bu- 
yers will be given by 

n 

2 ttetXi 

/=! 

n n 

Ed 2 x<-l-2 etX< 



^ ^ Amount of Good Demanded/Supplied 

where Ed is the elasti- FIG. 7.5 

city of demand. 

It should be noted that in some cases, the price of a commodity 
may increase by more than the amount of the tax levied on it. It 

would happen, for exa- 
mple, in the ease of a 
commodity which is 
£>. subject to the law of 

increasing' returns (See 
„ Fig. 7.6). An imposi- 

5 ' tion of a tax in this case 

reduces the amount sup- 
K purchased, 

S the average cost of pro- 

.8 duction increases and 

^ P that adds to the upward 

sumer increases by P'B 
— __ — ^ ^ y which is more than 

^ ... the tax amount P’A per 

Amount of Good Demanded/Supphed Similarly, the sel- 

nc- lers may try to pass 

bofl. the tax «>d tt« tes of the toS 

woWd 


\ 


\ 7 * 0 ' 

^ 


Amount of Good Demanded/Supplied 
FIG. 7.6 
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be given by where / is the interest loss to the seller. If 

iLi -riid 

this price rise for the buyer is more than the tax amount, it follows 
that then 


{t+i)E. 


that is 


i ~l~ t ^Ei-^-Et 

t T.~“ 


which means 



In other words, a greater loss in interest, a smaller elasticity of de- 
mand and a greater elasticity of supply will work towards increasing 
the price more than the tax amount. Still another possibility under 
which the price rise may be more than the tax amount will be when 
the comnct’^ive market is converted into a monopolistic one by the 
sellers through some form of combination. In that case they will be 
able to restrict the supply and raise the price further. 

To summarize the role of demand and supply elasticities in the 
division of a Cv-)mmodity tax incidence between the buyers and sellers 
under compeiiti\e conditions, we may state the following. Greater 
the elasticity of demand, smaller will be the share of the incidence 
borne by the purchasers. Supply however may have a positive 
(upward) or a negative (downward) slope. In the former case, with 
higher elasticity of supply, the share of the buyer will be more. In the 
latter case, on the other hand (in the case of increasing returns), the 
share of the buyers will increase as the elasticity of supply becomes 
smaller. It must also be noted specifically that the treatment of the 
theory of tax shifting runs on the assumptions that the buyers and 
sellers have already achieved their respective equilibrium positions 
and that the sellers work with the objective of maximum profitability. 
Much difference to the above conclusions will be made if the above 
assumptions are dropped. 

The above analysis of the incidence of a tax on a commodity can 
be recast in more formal algebraic terms also. We shall first take up 
the case of a unit tax on the commodity under consideration in a 
competitive market. 

Let the demand and supply functions be given by P=p(q) and 
S=siq) respectively. Now let a tax of r per unit be imposed. If it is 
levied on the buyers the post-tax equilibrium would be given by 
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p(q) — t~s(q). And if it is levied on the sellers, we get the post-tax 
equilibrium as piq)=s(q)-^t which is the same thing as 

Piq)-t=s'(q) . . . (1) 

If we differentiate (1) i\ith respect to t, we can get change in equili- 
brium output in response to t. Thus 


or 


dq 1 

P'(g)-s\q) 


Differentiating the demand function with respect to t, we gel 

, in which we substitute the value 




of 


which is the rate at which price changes when the commodity under 
consideration is subjected to a specific tax of r per unit. 

The above generalised case can be applied to that of linear demand 
and supply functions. Let the linear demand and supply functions 
be respectively Ps=a-\~bq and S=m-\-nq. Then pHq)=b and s^{q)=ny 
so that 


dp ^ b 
dt b—n 


And for a unit tax t, change in price Af*== v — • 

' D—n 

To approach the problem from a different angle, we note that in 
pre-tax equilibrium a+bq=m+nq^ from which the pre-tax equili- 


brium output is 


a—m 
n — b 


- and therefore pre-tax equilibrium price 


Po=a+bq=a + b ^ 
n — o 

The post-tax equilibrium is given by o-f bq--t~^ m~Ynq, from which 
output s — — and therefore post-tax equilibrium ptice 


Pi^a+b 


n — b 


Hence increase in price on account of tax t per unit is 




bt 

b-n 
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Now let us take the case of an ad valorem tax levied at the rate 
of tP so that post-tax equilibrium becomes (1— 0p(?)=j(9), which 

dq 


may be differentiated with respect to t to get the value of- 


dt 


Thus we get p*(q) 

dt “"W \ 

II 




iioni wint/ii 

at 

(l-/)p'(9)-y(9) 


Substituting the value of in ^ ■ =- 

we get 

dp 

P(q)p'iq) 

p(q) 

dt 

{-\t)pXq)-s^{.q) 

1 

T 

T 


Note that if an ad valorem tax at the rate Tc is levied on cost, then 
it can be worked out to show that 


dp ^ s (g) 

dTc \-{\-[-Tc[s'{q)lp\q) ] 

The conclusion of ad valorem tax on demand side can be applied to 
the case of linear demand and supply functions. Thus with demand 
function P=a-\-hq and supply function S~m+nq, 

dp _ a-\ bq 

dt ~~ (l—t)-nlb 

Alternatively, in pre-tax position, equilibrium output is 

~ , and equilibrium price Po is a+b — — 


In post-tax equilibrium (I— /)(a+A9)=m-l-n^, output is 

- ^ and therefore post-tax equilibrium price 

«-/>(! -r) 


Pi=«4A 


a — at—m 
n—b+bt 


Accordingly, increase in price AP—Pi—Po 

_ . t(bm - an) 

~ * in-bf+l{nb-b^) 


It can be shown that if an ad valorem tax at the rate of Tc on cost is 
levied, then 


AP=b 


Tc(bm—an) 

(n-by^+Tdn^-nb) 
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iMidence of Some Porticnlar Taxes 

(1) A Tax on Monopoly. A monopolist, by definition, fixes the 
output and supply price of his product so as to get the maximum 
possible profits, which in turn are given by a position where mar- 
ginal cost equals the marginal revenue {MC=MR). Now, if a tax is 
imposed upon monopoly profits, the monopolist cannot choose a 
better position of supply and price so as to increase his profits out 
of which to pay the tax. Actually he is supposed to have chosen the 
maximum profit position even if no tax on monopoly profits <s 
imposed. This conclusion remains valid whether the tax on mono- 
poly profit is a lump sum or a proportionate lax. We can also say 
that imposition of such a tax does not shift the demand or supply 
curve and so the sale price of the commodity docs not change. 
Without a sale price variation, obviously, the tax cannot he shifted. 
Thus, in Fig.7.7 the monopoly profit,in the absence of a tax, is given 
by the area QPSR. If the authorities collect a part of this profit by 

way of taxation, the mono- 
polist has no means of shift- 
ing the tax on to the con- 
sumers. 1 his is because the 
positions of the cost and 
revenue curves cannot shift 
to his advantage and he 
cannot collect a pre-tax 
profit larger than QPSR. 
Had it been possible for 
him, he would have done 
o even m the absence of 
satax. 

If, however, a tax is 
imposed on the sales (spe- 
cific or ad valorem) or on 
the buyers, the supply or 

Amount of Good Demanded/Supplied curves will shift 

FIG. 7.7 accordingly and the tax 

incidence will be shared 

(provided the monopoly product is not subject to constant returns). 

As in the case of competition, we can put the analjsis of incidence 
of commodity taxation under monopoly also in algebraic terms. 
We already know that for the demand function P=p (q), the change 
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in price on account of a per unit tax t is given by 




Now in order to get the value of dqjdt, we proceed as follows. The 
total revenue function is 77J= q.p (q), and therefore the marginal 
revenue function 

,?'(?)+/>(?). 

Similarly, the total cost function [for the initial cost function S= 
^(q)] is given by TC — q.s(q)+fq and therefore the marginal cost 
function is 

AfC= q.s'(q)+s(q)+t 

Now in monopoly equilibrium, MR=MC, which gives 
q.p‘(p) +p{q) =q.s'(q)-\-siq)-\-t. 

Differentia, ••’2 with respect to t, we get 

■ p'W+tl-p'W i-p'iq) ^ -^+ 

»'(,) A + +. 

dq 1 

or — - — — 

dt 2lp\q)-s'{q)\-\ qlp''Uj)-s"{q)] 

Substituting this value of in ■ —p'(q) , we get 

dp _ p'(q) 

dt 2[q'(q)—s\q)]+q[p’{q)~s"(q)] 

If the demand and supply functions are linear and are given by 
P=a+bq and S=m+nq, then p'{q)—b and s\q)=n, so that 


dp _ b ^ 1 

dt ~2[b-n] 2[1 -nib] 

and for a tax t per unit the change in price is 
AP= i— 

Note that in this case the change in monopoly price depends upon 
the slopes, b and n of the demand and supply curves. For example. 
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under constant returns, N—O so that that is, the price- 

variation is^half of that under perfect competition. Under diminish- 
ing returns, b is negative and n is positive, so that njb is negative 
and AP<kt- Under increasing returns, both b and n are negative, 
so that njb is positive. For stable equilibrium under increasing re- 
turns, |fc|>|«| implying that nlb<\. Now given that «/h>0, but less- 
than 1, we find that the value ofAF depends upon the ratio njb. Unjb 
is-=i,AF=r; if nfb < ^,AP<t\ if nlb>\,AP> t- To put it different- 
ly, AP varies in the same direction as the numerical value of n and 
inversely with the numerical value of b. 

Alternatively, in pre-tax situation so that total revenue 

function is TR—aq+bq^ and MR--a+2bq. Similarly, AfC=-m4-2ng. 
Now in pre-tax equilibrium a-\-2bq=m+ 2nq from which pre-tax 

output 18 2{n—h ) — and pre-tax price is 


P*=a+6. 


a—m 

2(n-b) 


On the other hand the post-tax demand function is given by P— 
a+bq—t, from which total revenue function is TR=Pq=aq+bq^— tq^, 
and MR=a+2bq—t. 

Therefore, post-tax equilibrium is a+2bq — t--m+2nq 


from which post-tax output 91— 


a—t—m 

2{n-b) 


and therefore post-tax price Pi=a+b. ^ 

Therefore AP=Pi-Po=-^^^ = 2(1^61 


In this case the change in price is one half of that under compe- 
tition. 

Now let us consider the case of ad valorem tax under monopoly. 
As before, let the demand function be P~p{q) so that 


dp 

dt 


=/''(?)• 


dq 
dt ’ 


Further let the post-tax demand 


function be P= (I— 0" p(?) from which total revenue function is 
Pq={l—t). p(q).q, so that marginal revenue function MR—(l — t) 
Similarly, let the avetage cost function be S ~s(q). 
so that total cost function Sq—s{.q),q and marginal cost MC-= 
a'iq).q+s{q). 

In equilibrium MR=MC that is (1 — Olq.p'iq) jrP\q)]—s'(q).q+s(q). 
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Differentiating with respect to /, we can get 

-g-]- 

[ 9-p'(9) M«) ]’'9-s"< 9). +s'(9).-^+j’ (9>.-^, 

from which 

dH ^ 

dt 2[(1 -0p'W)-a'(?)] F9[(1 -0p"(‘?)-s'(<7)J 

Substituting the value of ~ ~ in —p'(g) . --r—, we get 

dp pX?) [?.p'(9)+P(g)] 

dt 2{{\-t)p\q)-s\q)\^q[{l-t)p''{g)-s’\q)\ ' 

Let us apply the above conclusion to the case of , linear demand 
and supply functions P^a-\-bq and S=m-\-nq so that p'{q)=b^ 
p'(^)— 0. s\q)=n and s'\q)=0. 

Then — ^ becomes 

biq.b+ia+bg)] a+2bq 

2[(r-r)6-n)] 2[I-t-n/61 ’ 

Note that here the numerator is equal to marginal revenue. 
Alternatively, the pre-tax equilibrium MR=MC is given by 
a+2bq*=m+2nq 


from which pre-tax output qo= 
and pre-tax price Po=a-[ 


a—m 


2(n-b) 
b(a—m) 


2{n-b) ■ 

Similarly, post-tax equilibrium is given by 
a{\—t)+2b(l — t)q=m+2nq 

which gives post-tax output qi= 2[/t — 

and post-tax price Pi—a+ } 

Hence change 'n price 

An n n a—ot — m a-m \_ h { t(mh~an) 

1 '^~2\n-b+bt n-h ) l\(h-b)^ \-tinb-h)^) 

In case of an valorem tax at the rate of on cost, the change m 
price becomes 

^ „ b Tc[bm—an] 

” 2 (n-b)^+Tc{n^-nb) 
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(2) A Tax on Oligopoly. Similar considerations apply to the case of 
a tax on oligopoly. An oligopolist is confronted with a demand 
•curve which has a kink at the prevailing market price. Demand at 
prices higher than the one prevailing in the market is quite elastic, 
because if the oligopolist under consideration raises his price he is 
not followed by others. On the other hand if he reduces his price he 
is followed by others and therefore the demand at lower prices is quite 
inelastic for his supply. This produces a kink in the demand curve 
and a vertical jump in the marginal trevenue curve. So long as MC 
•curve passes through this vertical portion of MR curve, the price and 
output of the oligopolist remain unchanged. Therefore, if the authori- 
ties impose a ipecific or an ad valorem tax which does not raise the 
MC curve so as to make it move out of this vertical range of the 
MR curve the incidence of the tax is borne by the oligopolist. In cflfect, 
this amounts to the seller facing a demand with zero price elasticity. 
On the other hand, if the tax is high enough to push the MC curve 
beyond this vertical range of MR curve, the price would rise and 
a part of the tax would be shifted to the consumers. A lump sum lax, 
it would be noted, does not shift the demand or the cost curves of the 
oligopolist and therefore the incidence of this tax remains on the 
•oligopolist firm itself. 

(3) Customs Duties. Customs duties are like commodity taxes. 
Here also the general rule is that a tax on a commodity is shared 
between the buyers and the sellers in the ratio of elastieitics of supply 
and demand. Therefore what matters is the actual values of these 
elasticities, given the ffeedom of trade. These days, for example, the 
•demand for petroleum products is sufficiently inelastic while supply is 
sufficiently elastic. The petroleum producing countries of the Middle 
East can take a concerted action to restrict supplies if the price off- 
ered is reduced. Thus, they can raise the export price of petroleum 
either directly or through imposing export duties and thereby make 
the foreigners pay. On the other hand, if the oil importing countries 
impose import duties on petroleum, then, for the reasons stated just 
now, these are least likely to be borne by the exporting countries. 

However, the case of other primary producing countries is a differ- 
ent one. We notice that over the last few decades the situation has 
been changing in such a way that the dependence of th<» developed 
•countries upon these primary products has been decreasiog. The deve- 
loped countries have created quite a few substitutes for agricultural 
and mineral raw materials. They have also developed their agri- 
culture and industry in such a way that instead of being dependent 
upon import of food items they are having export surpluses in 
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a number of these goods. The result i? that import duties on these 
goods by the developed countries or export duties by the under- 
developed countries tend to be borne by the exporters of these goods. 
To put it differently, the demand for these goods is more elastic then 
the supply. The picture is quite reverse with regard to the manufac- 
tured goods, especially of the more sophisticated variety. In their 
case, the developed countries have adequate markets within their own 
countries, while the underdeveloped countries have to depend upon 
these imports. Duties on such goods also, therefore, tend to be borne 
by the underdeveloped countries. 

While considering the case of any particular export or import duty, 
note must be taken of the coverage of the market also. If in the case 
of an import duty, the share of the importing country in the world 
demand is quite small, the import duty will be chiefly borne b> the 
importing country since any reduction in its demand will hardly make 
an appreciable difference to the total demand to bring its inter- 
national price down. The same conclusion may be reached by men- 
tioning that il.c supply elasticity in this case is very high. But if the 
importing country has a major share in the world imports, a reduc- 
tion in the demand for that good will have the tendency to reduce 
the price of the imported good. The incidence of the import duty 
will then be, at least partly, upon the foreigners. Similar consider- 
ations hold in the case of export duties. A major exporter of a com- 
modity, which is essential for others (and therefore has an inelastic 
demand), can impose an export duty whose incidence will partly or 
wholly shift to the foreigners. A small exporter cannot do that. 

The above analysis runs in terms of the assumption of a free trade. 
To the extent the trade is not free and there are monopolistic types 
of restrictions either by privately owned firms or by governments in 
the form of quotas etc., the operation of demand and supply forces 
is restricted to particular segments of the world market and therefore 
the shifting of tax incidence has to be considered in the context of 
these segmented markets. 

(4) A Tax on Profits. Theoretically all profits may be taxed without 
any exception and by the same schedule of rates. In such a case, ob- 
viously the tax cannot be avoided by shifting the entrepreneurship 
from one line to another. However, even here in certain industries 
the elasticity of demand for the products may be sufficiently low so 
as to permit a shifting of the tax incidence on to the buyers of those 
products. If that happens, the profits net of tax in those lines will be 
higher than in other competing lines and therefore in the long run, 
the employment of resources will move from other lines into t hese. 
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raising the profit rate in the former. This way a part of the incidence 
nnay be said to have shifted to the buyers in some lines and the 
offect of taxes would include the shifting of the resources. To the 
•extent that a tax partly or fully cannot be shifted to the buyers, 
saving and investment may be discouraged. But that will be a part 
of the effects of taxation and not the incidence. 

But in general, however, it is nearly impossible to identify all sour- 
ces of profits, estimate them and tax them evenly. In effect, therefore, 
taxes get levied in a discriminatory way. Some profit incomes are 
either not taxed, or evade taxation. In the short run, therefore, the 
taxed profit incomes fall in comparison with the ‘untaxed ones’. Whe- 
ther the tax-payers are able to shift the tax incidence on to others or 
not depends upon the relevant elasticities of demand and supply of 
the goods and services through which the profit incomes are being 
derived, and the demand and supply elasticities of the inputs of these 
goods and services. In the long run, it may be possible, in some cases, 
to shift the resources out of the taxed lines and if that happens, a 
part of the tax may be shifted on to others. 

(5) Taxes on Property. Property may be divided into two parts: 
(i) durable consumption goods, and (li) capital goods. Durable con- 
sumption goods will include houses (occupied by owners),!'* cars, 
furniture, jewellery, etc. If the authorities tax these durable goods, 
the current owners will be expected to pay the taxes. If the\ do not 
recover these taxes from others, they will suffer a loss m satisfaction 
from the use of these durable goods. Now the possibility of a tax 
shifting exists only if these durable goods are sold or purchased. 
Looked at from the point of view of the existing owners of these 
goods, the only possibility of tax shifting that could be considered is 
that of forward shifting. From the point of view of the new owners 
who are yet to purchase these goods, there exists the possibility of 
backward shifting only. Now since the new owners are to estimate 
the net satisfaction which they can get from their purchases, they 
would reduce the prices they are ready to pay. It appears highly un- 
likely that the prices of these goods would rise, unless there is a great 
expectation of inflationary rise in prices. Even then, it must be re- 
membered that the prices after the taxes would be lower than what 
they would have been without the taxes. We may conclude, therefore, 
that in this case we should expect only a backward shifting of the 
tax incidence from the purchasers to the sellers. If these items are not 

f 

'"Houses which are rented out are here included in the category of capital 
•goods. 
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sold, tlie incidence lies on the existing owners; if they are sold, the 
incidence will again be upon the existing owners because the pur- 
chasers would capitalize these taxes. However, if the taxes are only 
expected and their net amount is yet not known, it is possible that 
out of ignorance or inaccurate expectation full capitalization of the 
tax may not take place. 

The picture is clearer in the case of capital goods. Let us first con- 
sider bonds, securities and such like financial assets. The sellers and 
purchasers of such financial assets are more aware of the tax rates — 
■current and the expected — and they are more used to take these forces 
into account, fn such a case, if a tax is imposed upon any particular 
set of investments, the funds will move out of those lines into 
the non-taxes ones till the rates of return in those other lines fall and 
those in the taxed lines increase and the net rates of return are 
equated. This means that in the taxed lines, it is the gross rates of re- 
turn which will be higher. Since the returns aie paid' by the borro- 
wers, the incidence will lie on them. However, if all lines of invest- 
ment are evenly taxed, a shift in the lines of investment is not expec- 
ted. in sut h a ca^c, the incidence of tax will depend upon the relative 
strength (or elasticity) of demand and supply of investment funds. 
Actually, in the first case, the elasticity of supply of funds was very 
high (nearly peifcct) in the taxed lines and that is why the tax was 
borne by the borrowers of the funds. 

The other type of properly in the category of capital goods would 
be the means of production like machinery, equipment, etc. Here 
also clearly the possibility of backward shifting of tax exists through 
capitalization. The extent to which this backward shifting may take 
place will obviously depend upon the elasticities of demand and supply 
of the goods being taxed. Under conditions of scarcity, or conditions 
of strong demand, backward shifting will be rather difidcult. How- 
ever, since the capital goods are used to produce goods for the 
markets, therefore, here a means exists to shift the tax forward also. 

To analyze the possibility of forward shifting of such a tax, we 
should first see whether the tax is added to the fixed cost or the vari- 
able cost of production. Let us first consider the case of short run in 
which such items like machinery etc., are part of fixed factors of pro- 
duction and therefore a tax on such items will add to the fixed costs 
only. Marginal cost, which is based upon variable costs only does not 
change. It means that in the short run, the supply conditions do not 
change since the suppliers will be basing their decisions to 
change the supply with reference to marginal cost and marginal 
revenue only and they are not changing. In the long run, all 
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factors are variable which means that the tax under consideration 
becomes really a tax on variable factors of production and therefore 
adds to the marginal cost of output. This, accordingly, pushes up the 
price of the product and a forward shifting may take place. 

However, it is quite possible that in the case of a tax on capital 
goods, the shift of incidence may cover more than one stage. Thus, for 
example, on account of a tax on buildings, a machine building firm 
(which is housed in a building and therefore finds ihat us total expcn^ 
ses have gone up) may be shifting a part of the tax on to the buyers 
of its products. The machiner)- so purchased, however, is meant to be 
used for further production and since that raises the cost of produc- 
tion of the final goods, a further shifting of the tax to the consumers 
may take place. 

(6) A Tax on House Rents, A tax on house properties as such will 
be subject to usual forces of tax capitalization. The purchasers of 
houses will try to shift the tax back through a reduction in the initial 
purchase prices. However, since houses are often rented out also, a 
further possibility of shifting the tax on to the tenants also exists. In 
the short run the supply of the houses is sufficiently inelastic and would 
work towards keeping the incidence on the house owners However, if 
the demand for houses is also inelastic, a forceful tendency for house 
rents to go up will also exist simultaneously. The net result regarding 
the sharing of the tax incidence will depend upon the relative strength 
of the two short-term elasticities. In the long-run,however, if investment 
in houses becomes less profitable, further construction of houses 
will be discouraged aqd therefore the tax incidence will again tend to 
settle oh the tenants. 

If instead of houses as such, a tax is imposed on house rents, its 
sharing will follow the usual rule of elasticities of demand and 
supply. Again, to the extent that the tax incidence is borne b> the 
house-owners, investment in houses will be discouraged. This will 
reduce the supply of houses in the long-run and would raise the house 
rents further. It appears, therefore, that unless all investment incomes 
are taxed simultaneously, a tax on house rents wi'l tend to push the 
incidence on to the tenants. 

(7) Inheritance and Gift Taxes. Different views ate put forth 
regarding the incidence of inheritance taxes. According to some people 
the incidence is upon the testator who is leaving behind the estate to 
be taxed. It is stated that the only difference between a straight- 
forward tax on this inheritance and other property is that in the former 
case the tax is paid only after the death of the testator. It is also 
argued that the testator may have planned to save additionally so as 
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to leave a given value of the afier-tax estate to the successors, in which 
case again the incidence should be considered to have fallen on him. 

However, these arguments are misplaced and also tend to confuse 
the issue. Firstly^ it must be remembered that the dead do not pay 
taxes. And so the incidence of the inheritance taxes cannot be on the 
testator. Also the tax does mA discriminate between two situations 
where in one the testator saved additionally to leave a given value of 
afier-tax estate and in the other he did not. Furthermore, the inheri- 
tance tax is levied not on the value of the estate as such but on the 
portion of it inherited by a successor The rate of inheritance tax will 
depend upon the value of the inheritance and the other relevant factors 
connected with the tax paying capacity of the successor. The fact 
that the incidence of the tax is on the successor can be seen simply 
by comparing the inheritance going to a successor with and without 
the tax. If the tax is raised, oi reduced, it is the successor who will be 
immediately affected. As Adam Smith says: “Taxes upon the trans- 
ference of property from the dead to the living, fall finally as well as 
immediately upon the person to whom the property is transferred.”^^ 
(f the testator changes his policy with regard to saving effort or the 
division of the property in his will, it will be a part of the effects of 
this tax and not the incidence itself. 

Similar considerations apply to the case of gift taxes also. A com- 
parison of the two situations, namely the addition to the resources of 
the gift recipient with and without a tax >v:)uld clearly show thit the 
incidence of a gift tax lies not on the giver but on the one who re- 
ceives it. The argument is further strengthened by the fact that the 
tax schedule is related to the amount ol each gift individually (or the 
total gifts which one might receive) and not to the total gifts which 
one might be making. The possibility of gift-giver revising the gift 
amount in the light of the possible tax would tall in the realm of the 
tax effects. 

(8) Tax on Net Income, Net income here refers to the income of 
an individual or family, as the case may be, net ol the expenses in- 
curred for earning that income. It is not to be equated with receipts 
during a given period of time. Now such a tax on income may be 
specific or general, that is to say incomes from particular sources may 
be taxed or all incomes may be taxed irrespective of the sources. 
Also income taxation may discriminate between earned and un- 
earned’ incomes and the schedules of tax rates may be different for the 

“Adam Smith, The Wealth of the Nations, The Modern Library Edition, 1937, 
p. 813. 
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same amounts of income but of different kinds. 

If income from specific sources is being taxed, then certainly there 
will be a tendency for work effort to shift from there to other lines 
of employment. Those left in the employments, income from which 
is taxed, will try to shift the incidence of the tax through raising the 
supply prices of their products. Unless they happen to belong to the 
‘non-competing groups,’ they will be able to shift some of the tax on 
to others. 

However, a tax on income in general is more likely. In this case, it 
will not be possible to avoid the tax by shifting the employment. Here 
the only way in which the tax may be shifted will be the one where 
the income net of tax of some people is pushed below ‘subsistence’. 
!n all other cases, the tax incidence will lie upon the tax assessees 
and it will be so even if the rates of taxation are progressive since 
higher tax rates can be avoided only by not earning more. Further, if 
a discrimination in tax rates exists as between earned and unearned 
incomes, even that would not make any difference to the tax inci- 
dence. Shifting of income from earned into unearned categories can- 
not take place so as to lighten the burden of taxation since it is an 
impractical proposition. 

If, however, the tax administration is lax, so that some categories 
of income earners are able to evade the tax, then it is a different 
question. In that case, on account of ineffective tax administration, it 
is amounting to taxing some sources of income and leaving others out. 

Additional Factors Influencing Tax Shifting 

There are quite a few factors which have an active influence in 
determining the demand and supply forces in the case of particular 
taxes and therefore in the determination of the tax incidence. 

Firstly, we have to consider the type of tax. For example, in the 
case of a sales tax, the sellers quite often adopt the practice of quot- 
ing the sale price as such and once the bargain has been settled, add 
the sales tax in the bill. Such a practice tends to break the resistance 
of the buyers and it becomes easier to shift the incidence of the tax 
on to them. 

Secondly, it sometimes happens that with a long usage or advertis- 
ing and publicity, some prices come to be fixed and accepted as nor- 
mal, tax or no tax. It is not easy to shift the tax here by means of a 
price rise. However, a possibility may exist to shift the tax by deterio- 
ating the quality or reducing the si/e of the taxed object. Restaurants 
quite often adopt the policy of reducing the sizes of various eatables 
as a substitute for raising prices. Sometimes, the market may be con- 
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trolled by a small group of sellers and b> convention it may be diffi- 
cult to change the price unless everyone does so. An example is that 
of newspapers having the same price in a city. In this case, it will be 
easier for all of them to raise the price or if any one of them wants to 
do so, it would be better to reduce the nuinber of pages or reduce the 
‘quantity’ otherwise. 

Thirdly, the shifting of a tax depends to a great extent upon the tax 
rate. Tf the tax is quite small and the market is competitive, the sellers 
may choose to absorb the tax in order to maintain the goodwill of 
the buyers. But such a practice is certainly less likely when the tax 
amount is a large one. 

Fourthly, it will* be more difficult to shift the tax to the buyers in 
the case of a commodity tax which has close and effective substitutes. 
The consumers will then have an easy means of shifting their demand 
if the price of the taxed good is raised. It means that the elasticity of 
demand for this good will be high and so the tax will have to be 
borne by the sellers. If this reduces the profit of the producers and 
the price f.r '.bis good is raised by reducing its supply, then such a 
result will be in the realm of effects of the tax. If however, the sub- 
stitutes are also taxed, then the shifting of the tax incidence will 
depend upon the general pattern of the demand elasticities for this 
group of ci'inmoditics as a whole vis-a-vis the pattern of their supply 
elasticities. 

Fifthly, in the case of goods taxation, the geographical coverage of 
a tax has a great influence in determining the incidence of the tax in 
the taxed area. Since the untaxed good will be available in the neigh- 
bouring aieas, thcic will be a great resistance of the buyers to bear the 
tax incidence. The price of the good will tnereforc rise to an extent 
much smaller than would be the case if geographical area of the 
coverage was complete. In order to discourage buying of the taxed 
commodity in the neighbouring untaxed areas and bringing them 
in, the authorities often impose a ‘use tax on the taxed good if it is 
brought in from the untaxed areas. 

Deficit Financing as a Hidden-Tax 

Ordinarily deficit-financing is defined as that budgetary expendi- 
ture of the government which is financed by some non-revenue 
receipts (that is, borrowings, creation of cash or drawing down of 
cash balances). Some borrowings, however, may come out of 
genuine savings of the public and divert purchasing power from the 
private into government hands. These borrowings, therefore, do not 
add to the total demand and inflationary pressures in the market. 
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The Government of India believes that deficit financing should be de- 
fined in relation to its inflationary potential. According!), our official 
definition does not cover ail types of government borrowings but 
only the sale of treasury bills and drawing down of cash balances. 
It is argued that expenditure met by these sources adds to money 
supply and leads to an infiationary price rise. 

In effect, therefore, deficit financing acts like a tax. In a tax the 
authorities take away a portion of purchasing power with the public 
and use it to acquire certain goods and services. Similarly, in deficit 
financing, the .authorities create some purchasing power and then 
use it to acquire goods and ser\ ices. This adds to the total demand 
in the market, prices go up and the public is able tp buy less with 
the same money balances. 

If deficit financing is a ‘hidden-tax’, who bears its incidence? It 
may be noted that an inflationary process widens income inequalities. 
Money incomes of workers, salaried people and rent recipients etc. 
do not rise as fast as prices and they lose in terms of ‘real income’. 
On the other hand, money incomes of profit earners increase more 
than the corresponding increase m prices and therefore, in their case, 
both money and real incomes go up. It means that, in reality, deficit 
financing not only acts as a ‘hidden-tax’ by the authorities but also 
as a ‘hidden-tax’ by profit earners on the fixed income earners in the 
economy. 

The Problem of Doable Taxation 

Every State is interested in spreading its tax net as wide as possible 
so as to have the power to increase its tax income either immediately 
or later if the need arises. Furthermore, every State has the right, at 
least theoretically, to tax its subjects equal to the amount of their 
resources. Accordingh, imder the enthusiasm to tap all the available 
taxable resources, sometimes more than one State would try to tax 
the same incomes or other resources provided their respective juris- 
dictions permit this. This gives rise to ‘double taxation’. Double tax- 
ation, in other words, is the case where two or more States concur- 
rently tax the same tax-payers on account of the same subject matter 
of tax (such as income, property, etc.) 

A country may adopt one or both of the following bases of impos- 
ing taxes. The first basis relates to the identification and selection of 
the taxable incomes and other resources in terms of the country of 
origin. Any incomes, for example, originating within the territorial 
jurisdiction of a government may be chargeable to taxation by that 
government. Here the government of a country would be taxing not 
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only its own subjects (individuals, companies, and institutions etc.) 
securing their incomes from within the national boundaries, but also 
the foreigners securing their full or part incomes from within the 
taxing country. 1 he second basis is to tax the subjects of a govern- 
ment irrespective of their place of residence or the origin of their 
incomes. The taxable income or other resources of the subjects of a 
government may be originating partly or lully within the territorial 
jurisdiction of other countries. 

1 he fact of double taxation generally arises on account of conflic- 
ting criteria adopted by different countries to levy the taxes. A country 
generally wants to tax the incomes and other resources of its subjects 
irrespective of where they arc while it also wants to tax the incomes 
etc., originating within its territorial jurisdiction even when it accrues 
to foreigners (subjects of other governments). As a result, an econo- 
mic unit, being subject of one government and getting its income 
from another country, may be subjected to a taxation by both the 
go\ernmcnts. This will be called double taxation. 

It is o;i.,times argued that the fact of double taxation (in the sense 
of same income or resources being subjected to taxation more than 
once) need not involve two countries. Such double taxation is often 
found even within the same country, for example, in a partnership 
firm, the income and assets of the firm may be taxed and then the 
incomes and assct> of the individual partners may be taxed additionally. 
Siiiiiiarly, a corpoiation’s or a joint stock company’s profits may be 
taxed and then the di\ idends distributed to the shareholders, from 
the net-of-tax profits, may also be subjected to taxation. However, by 
U'-age and convention this problem of double taxation is ignored and 
onl,, the case involving two or more countries is considered. 

Different governments have recognized the problem of double taxa- 
tion and various methods have been adopted to solve it. Firstly, two 
or more governments may enter into an agreement whereby it is 
ensured that the same subject matter is not taxed by two govern- 
ments. This solution would be called avoidance of double taxation. 
Thus, for example, an agreement between countries A and B may 
stipulate that the basis of taxation would be the country of origin of 
the income to be taxed. In that case an economic unit getting an 
income from country A will not be liable to pay a tax on that very 
income in country B also even if it happens to be a subject of country 
B. On the other hand, if the agreement lays down that each govern- 
ment may tax its own subjects, a subject of country B will be taxed 
by that country only even if it gets an income from country A. It 
must, of course, be remembered that the avoidance of double taxa- 
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tion agreement does not benefit those subjects whose governments 
have not entered into these agreements. If country C does not have 
such an agreement with countries A and B then the subjects of C will 
not get this concessional treatment. 

Secondly, two governments may enter into an agreement whereby 
the economic units liable to double taxation are provided partial 
relief. In this case, it may be recognized that each country has the 
right to tax its own subjects and also the incomes originating from 
within its boundaries, but when a foreign economic unit has been 
taxed by the host countrj', the home government would take that 
fact into account and would reduce its own tax bill to some extent. 
It is obvious that this relief from double taxation would generally 
be smaller than the one obtainable under avoidance of double taxa- 
tion. Of course, nothing prevents a government from granting a tax 
relief to its subjects obtainable under a possible ‘avoidance of double 
taxation’ agreement. Another point to be noted is this. In the case 
of avoidance of double taxation, only one country imposes a tax on 
one subject matter. In the case of double taxation relief, one country 
imposes taxation at full rates and the other country at reduced rates. 
It is, therefore, conceivable that under double taxation relief, the 
actual tax liability of an economic unit from a particular income 
may turn out to be smaller than if there was full avoidance of double 
taxation. For example, let us assume that taxation in country A is 
very high, and in country B it is very low and country A 'also gives a 
very high rate of relief on foreign taxed incomes. A subject earning 
its income in country A Would then be subject to a heavy tax bill, 
but if the same income is first earned in country B and a low tax is 
paid on it (followed by another low tax bill in country A on account 
of high tax relief), then the two tax bills of both countries A and B 
may turn out to be smaller. Generally, however, the relief given is 
about 50% of the tax paid to the foreign government, and therefore 
the total tax liability is not reduced. 

Thirdly, a country may decide to give unilateral tax relief to its own 
subjects even when no tax agreement exists with other countries. In 
such cases, the home government would normally estimate the tax 
liability on that income on the assumption that income originated 
within the home country. Out of this tax liability the ta* paid to 
the foreign government would be deducted and the balance would 
be billed as additional tax liability. The tax bill of the homa govern- 
ment would be zero only if the tax bill of the foreign government 
exceeds or is equal to the ‘unreliefed* tax bill of the home country. 
India has entered into comprehe nsive agreements for the avoidance 
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of double taxation of income with several countries including Austria, 
Belgium, the federal Republic of Germany, France, Japan and the 
Scandinavian countries. Negotiations with several other countries are 
in progress. An important objective in negotiating tax treaties with 
developed countries is to stimulate inflow of capital, technology, and 
personnel for accelerating economic development by removing those 
tax barriers which might inhibit such inflow. And the incidence of 
double taxation is quite a strong impediment in the way of inflow of 
foreign investment. 



8 CLASSIFICATION AND CHOICE OF TAXES 


In an earlier part of this book, we had the occasion to look into 
various characteristics of a good tax system as judged from various 
objectives of the society. However, even after these general considera- 
tions as to the vibjectivcs of the society and the principles involved in 
the distribution of tax burden etc., the crucial question of choosing 
between different possible taxes and their rale schedules remains. In 
this chapter, we shall therefore look at different kinds of taxes and 
their merits and demerits in terms of the objectives of equity, efficiency, 
simplicity, resource allocation and so on. It would have been ideal if 
each tax happened to contribute to some or all these generally 
accepted objectives. In that case, there would have ocen no conllict 
between different taxes and the job of the authorities would have 
been only to select that combination of taxes which jielde l the 
“maximum” possible collective attainment of the goals of the st ciety. 
Such, unfortunately, is not the case. Quite often a lax helps ihe 
economy along some of its objectives and militates against the others. 
In other words, a tax is usually a mixture of both advantages and 
disadvantages. 

When we discuss the question of choice of taxes, we do not imply 
that the State h is the full authority to recast its whole tax .structure. 
Every existing tax structure, it must be remembered, evolves over 
history and leads to a particular mould of the economy. Accord- 
ingly, politically and economically, the choice of changing the tax 
structure is only within limits. The discussion regarding the merits 
and demerits of dififerent forms of taxes is only meant to be a general 
guide indicating the variables which the authorities shi>uld keep in 
mind in their efforts at tax reforms. Also, it must be remembered 
that thi'ugh we assume that State may cho )sc any tax and any rate 
schedule, in practice it need not do so. 

Generally, every tax variation has to have a political approval of 
the society (such as the approval of the legislature) before it can be 
adopted. Iven then some tax modifications or vaiiations can be 
unacceptable to the powerful .sections of the people and the Stale 
may think it better not to levy them— even though on economic 
grounds it is desirable to do so. Furthermore, in theory, we 
generally assume that the government has an adequate and honest 
administrative machinery through which the tax system can be en- 
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forced. In practice, a government may Kind that its administrative 
machinery is not adequate for particular types of taxes and because 
of lliat fact these taxes cannot be adopted. Again, the cost of collec- 
tiuji of some taxes may be so high as to make them impracticable. 

Thus, we find that theory and practice of tax structure and policy 
can be at variance from each other, and quite often tax proposals, 
which theoretically are quite sound and desirable, may have to be 
left out from practical point of view. However, to the extent possible, 
the authorities must sec to it that the taxes are designed in such a 
way as to reduce their ill effects to the minimum and strengthen their 
good effects to the maximum. It is in the light of these observations 
that wc find it necessary to study some general classifications of the 
possible taxes and their relative merits and demerits. 

SINGLE VS MULTIPLE TAX SYSTEM 

Notwithstanding the above comment, a tax system comprising of 
only one tax has been advocated at times in the past. Partly this was 
due to the inadequate under'^tanding of tl’.e working of a complex 
modern economy, and partlj it was the result of the belief in the 
'concentration theory of incidence’. Conceptual and analytical in- 
adequacies also contributed to this type of reasoning. 

One simple form of a single lax is the noil tax, or the ‘head tax’ 
which is imposed on a person simply because he is there in the society 
and not because he has an income, or wealth, or is following any 
particular trade or profession etc. According to this scheme, a poll tax 
is expected to be levied on each adult member of the society with the 
possible exeniptiofis for the blind, deaf, in^me, very old, and so on. 
It is claimed that a poll tax is almost neutral in terms of allocation 
effects. That is to say, the imposition of this tax does not distort the 
pattern of economic activity in the country. Since the disposable in- 
Qi me of every tax-payer is reduced by a given amount, therefore, a 
direct effect (»n niaiket demand and supply lakes place. It is also 
claimed that the r. Ic of poll tax can be adjusted to the needs of the 
government. Another point quoted in its favour is that in this system 
every member of the society contributes to the upkeep of the govern- 
ment. This makes this tax not only widespread, it also instills a sense 
of awareness and rcsponsibi.ily in the minds of the tax-payers regard- 
ing the activities of the government. 

These arguments, however, aie misplaced and lead us to wrong 
conclusions. It is highly iinlikel> that a poll tax would really he neutral 
in its market repercussions. 
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Firstly, we must know that in general there are inequalities in the 
distiibuUon of income and wealth in the country. Such inequalities 
may be tt>o large or just moderate, but they are seldom absent. 

Secondly, the requirements (and therefore the marginal utility ol 
income) of different members of the society are not equal and as a 
result, an equal absolute reduction (by way of a poll tax) in the dispos- 
able income of every tax-payer would hurt the poorer sections more 
than the richer ones. 

While the richer sections may not change their consumption pattern 
and absolute demand for various goods, the poorer are most likely to 
do so. The richer sections however, are likely to reduce their savings 
and investment in order to pay the poll tax and maintain their con- 
sumption standards. 

By itself, a poll tax is inequitable because it is more burdensome 
for the poor than for the rich It has no relation with the ability-to- 
pay of the tax-payer. A millionnaire would be paying the same tax as a 
poor peon or even a beggar. For this reason, this tax is also likely to 
militate against the principle of least aggregate sacrifice. Similarly, 
this tax cannot be justified on the basis of the benefits received princi- 
ple because there is no quid pro quo between the Stale and the tax- 
payer under this tax system. 

A poll fax is not likely to yield sufficient tax revenue for the public 
treasury because its late would have to be fixed with reference to the 
poorest in the country. In other words, the late of a poll tax cannot 
be very high; if it is, it will push many poor people to starvation. 

In crude economies where national income mainly originated from 
agriculture, and where the majority of the people were more or less 
equally poor, a poll tax could be administratively feasible and econo- 
mically acceptable. But even then, historically, poll tax has existed 
only in conjunction with other taxes especially those on land. The use 
of poll tax was there in ancient Greece, Rome, medieval Britain and 
even in some of the American colomes. In a modern economy, how- 
ever, such a tax has no place. 

Another form of a single tax was advocated by the Physiocrats of 
France in the 1 8th century. They created a theoretical justification for 
a single tax on agricultural rent. They believed that a tax could finally 
be paid only out of ‘an economic surplus. Its incidence could not lie 
anywhere else. Furthermore, to them such an economic surplus or a 
‘net product’ as they called it, could and did exist only in agricultural 
produce. Accordingly, all taxes would finally be borne by this agricul- 
tural surplus. To use modern terminology, they were believing in the- 
‘concentration theory of incidence*. They, therefore, advocated that 
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the State ought to levy a tax only on agriculture and nowhere else. 

As aoteJ above, to tlie extent an economy’s income originates 
from agriculture, such a tax is the only genuine one which may be 
chosen. In olden societies it was often found that agricultural taxa- 
tion was quite adequate to meet the needs of the State and tliat other 
possible taxes were either not politically acceptable or were very low 
revenue yielding. It is for these reasons that income tax was not much 
in use in olden times, and taxes on handicrafts and trade were either 
not levied or were levied only to a limked extent. 

The 19th century had an ardent advocate of a single tax in Henry 
George who wrote his famous book Progress and Poverty in 1879. 
Henry George provided a more sophisticated argument in favour ol a 
single tax. He distinguished between ‘economic rent’ of land from 
other returns on labour and capital. Returns on labour and capital 
necessitate an effort on the part of the woikers and invest-irs and a tax 
on these returns would therefore discourage savings, investment, and 
other productive activities. However, with the progress of the society, 
land values ucqui'cd unearned increments in the nature of ‘economic 
rent’ and the society eould therefore tax this benefit away without any 
adverse effect. The advocates of this single land tax would of course 
ask for a rate of 100% on the economic rent on an annual basis. 
Though in practice George’s proposal remains unaccepted^, there have 
also been other advocates of this single tax. Even as late as 1932, 
Harry Gunnison wrote a book The Economic Basis of Tax Reform 
justifying a single tax system. 

A single tax on economic rent of land has many limitations. 

Firstly, there are conceptual difficulties. It is not easy to distinguish 
between economic rent and ‘business rent’, that is a return which is 
attributable to investments of labour and capital in improving land. 

Secondly, it is obvious that excepting in the case of improved lands, 
capital value appreciation (or unearned increment) may equally be 
associated with buildings, investments and other forms of wealth. In 
a modem economy, these other forms of wealth are assuming ever in- 
creasing importance. Why should then economic rent of land be chosen 
for a levy while other forms of capital gains remain exempted? And 
some forms of gains to the beneficiaries are so obviously good sub- 
jects of taxation such as gifts, inheritances, lotteries, and so on. 

Thirdly, even if these conceptual and estimation problems were not 
there, and a single tax on economic rent of land could be imposed 

*A land tax on economic rent is often one of the many taxes which a modem 
government imposes. 
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and collected, rexcniic yield fiom such a tax would he least likely to 
be adequate for the needs of a modern government. 

Fourthly, this tax cannot be expected to help the economy in achiev- 
ing Us other objectives such as those of growth. 

We may conclude by saying that a tax on not only economic rent of 
land but on all kinds of unearned increments stands justified. HowcNcr, 
to use a single tax in the place I'f a large number of judiciously chosen 
taxes is not desirable. 

This leads us to assert that any worthwhile tax system in a modern 
economy will be a multiple tax system, it can be easily seen w hy 
this must be so. Firstly as noted above, a modern economy is not one- 
objective economy. It liies to f*rge ahead simultaneously along the 
paths of growth, equitable distribution of income and wealth, econo- 
mic stabilization, and so on. And since no single tax can be expected 
to help the economy on all Ironts, a choice for a multiple tax system 
becomes inevitable. Different taxes contribute to the attainment of 
different objectives, 'rhus, come taxes would help in the redistribu- 
tion of income and wealth more equitably. Some other taxes would 
help the economy in the direction of regional balanced growth. Still 
others may be needed so as to provide adequate revenue for the 
government treasury, and on. A tax s> aem cumpn^mg of a number 
of taxes, iherefore, becomes csscp.tial in a modern cconom> wiiere 
the objectives of the Slate happen to be man>. 

Secondly, income of a modern econom> criginaies from many 
sources. It would be higlily unjust to tax income oiigmating from any 
ore source and leave out others. Justice and equity would demand 
that the Stale should tax ail the important souiccs of income in an 
equitable manner. 

Thirdly, it is very likely that any single lax, while helping the eco- 
nomy in some objectives, would work against others. For example, a 
tax which tries to reduce ii-conie inequalities might discourage saving 
and investment and thereby retard capital accumulation and econo- 
mic growth. It is necessary, therefore, that a judicious mixture of 
taxes be chosen as to inimnii/c their possible ill effects and streng- 
then their bencficinl effects for the economy. 

prop:)rtional vs progressive taxes 

A common classification adopted in taxation is that on the basi« of 
degree of progression of a tax. A lax is called progressive wlien, with 
increasing income, the tax liability not only increases in absolute 
.terms, but also as a proportion of the income. If, on the other hand. 
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the tax liability increases in the same proportion as the increase in 
income, then it is proportional taxation, ft v/ould be called a regres- 
sive tax if the tax liability, as u proportion of inconie, falls with ihe 
increase m income. The absolute lax liability, e\en in this last ca e, 
of course, may increase. Wc can ‘•ay the s, me thin?; by using the term 
‘tax base’. The base of a tax is the legal descriptiim of the object to 
which the tax applies such as ‘net income of an individual’, ‘the 
value of a property’, and so on. The term ‘tax rate’ is used to denote 
the amount of tax per unit of the tax base. Accordingly, therefore, 
when the tax rate remains unchanged for each unit of the tax base, it 
would be called proportional. If onfthc other hand, the rate rises as 
the tax base increases, we have progressive tax and the tax is re- 
gressive if the tax rate diminishes as the base increases. 

It will be noted that the presence of proportionality or progressive- 
ness gives rise to a corresponding relationship between average and 
marginal tax rates. Average tax rate is computed by dividing the 
total tax liability by the total tax base. The marginal tax rate, on the 
other hand, is i,>tuiiaicJ by dividing the change in the total tax liability 
by the change in the total tax base. For example, if for an income 
of Rs 10,000 the tax liability is Rs 1,000 and for an income of 
Rs 11,000 the tax liability is Rs 1,320, then the average tax rate for 
the two incomes would be 10% and 12% respectively. The marginal 
tax rate would be the additional tax liibility (viz. Rs 320) divided by 
additional tax base (namely Rs 1 ,000) i c. 32%. In the case of pro- 
portional taxation, since by definition the average tax rate remains 
unchanged, the marginal rate always remains equal to the average 
rate. If the tax rate structure is progressive, then the marginal rate 
would be rising as the tax base increases and would lie above the 
average rate of tax. In the case of regressive tax schedules, both the 
average and the marginal tax rates fall as the tax base increases and 
accordingly the marginal tax rate lies below the average tax rate. 

Another term “degressive taxation” is used to distinguish between 
certain forms of progressive rates. Degressive progression occurs 
when there is a declining degree of progression as the tax base in- 
creases.® Two forms of degression are generally found. In the first 
case, a certain amount of the tax base is exempted, and a single tax 
rate is applied to the rest. This exemption may be a flat one or a 
changing amount in relation to total income. Another form of degres- 
»ion is where the rate schedule does not rise fast enough as the tax 
basei ncreases, more precisely where the degree of progression is not 


*R. A. Musgiave, The Theory of Public Finance, p.l. 
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coBbtant throughout so that the addition to tax rate becomes slower 
as the tax base increases. This sort of degression is often found in 
practice in the case of income tax. 

It must be remembered that the concept of progiessiveness as stat- 
ed above is with reference to onl) the money (or money-equivalent) 
burden of a tax. It is not being translated into ‘real burden’ or the 
sacrifice which the tax-pa\ers undergo. In terms of sacrifice, for 
example, a proportional income tax will be regicssive because it 
would be involving a proportionately greater sacrifice of utility on 
the part of the lower income tax-payers. Actually, depending upon 
the rate at which marginal utility of income to tax-payers falls, even 
some degree of progressiveness in money terras might turn out to be 
regressive in its real burden. 

Coming to the arguments for anJ against progressive, proportional 
and regressive taxes, it must be remembered that ideally the whole 
argument should run in two terms. 

Firstly, as far as the burden of a tax on any individual tax-payer is 
concerned, it is better if we can measure it in terms of the sacrifice 
which a tax imposes upon the tax-payer. 

Secondly, we have to look at a tax structure in terms of its various 
economic and social effects such as its effects in terms of economic 
growth, saving, investment, regional imbalances, and so i>n. 

When we argue in subjective terms, that is in terms of the sacrifice 
which individual tax-payers undergo in paying the taxes, we come in 
'Contact with the ability-to-pay and benefits-rcceived approaches. 
These approaches are intimately connected with the subjective for- 
mulation of the degree of progressiveness of a tax. 

Arguments For and Against Proportional Taxation 

Proportional taxation has been advocated mainly on grounds of our 
inability to decide upon a precise and appropriate degree of progres- 
sion. It is argued that the case for progressive rates is based only 
upon the hypothesis that marginal utility of income is lower for the 
richer sections. It is claimed that this cannot be proved because 
utility, being a subjective thing, cannot be measured and inter-per- 
sonal comparisons of utility are not possible. It follows that we can- 
not impose a large money burden upon the richer sections on 
grounds of sacrifice. I his argument, it is obvious, is quite misplaced. 
It is true that we cannot prove on any objective basis that the mar- 
ginal utility of income to a rich person is lower than it is tp a poor 
one. It is true that interpersonal comparisons of utility are not possi- 
ble on objective grounds. But it is a commonly known fact that mat- 
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ginal utility of income, like the marginal utility of any other parti- 
cular good, falls as income increases. It can safely be assumed that 
the marginal utility of income to a poor person will be higher subject 
to the condition that his capacity to enjoy income is as much as that of 
the richer man. Even if it is not, over a time, the poor person also 
learns the use of additional income as well as the rich person does, 
provided he is allowed an increase in income on a long-term basis. 
If still the capacity to enjoy income differs from person to person, 
it can happen both between the poor and the rich. 

To put it differently, capacity to enjoy income depends upon one’s 
inherent faculty and one’s knowledge and awareness of the use of 
income. The knowledge of the possible uses of extra income can be 
imparled to every one. The inherent faculty to enjoy income, how- 
ever, IS not dependent upon the level of income one is having. 

Another argument in favour of proportional tax schedule is its ad- 
ministrative simplicity. It is claimed that proportionkl taxation is 
easily decided and enforced, especially because complicated rate 
schedules and a degree of progression in each tax is not to be worked 
out. As we have seen above, this argument is untenable when its 
'acrificial dimension is looked at. From that point of view, a propor- 
tional tax is really regressive and oppressive and this fact should not 
be forgotten. In terms of fixing the rate schedules, of course, propor- 
tional taxes are quite convenient and simple. But to say that they 
would be simple enough administratively also is not true. Actually 
in the case of proportional taxes, the points at which tax collection 
is to take place become too numerous and administratively unmanage- 
able. For example, a proportional income tax would involve taxing 
every individual, family in the society irrespective of the income level. 
This would involve a herculean task of estimating the net income of 
too many tax-pa>ers in the country and collecting the lax also. Such 
a tax on longer remains ‘simple’ in the true sense of the term. It no 
longer remains ‘economical’ also. The cost of collection can be very 
high compared with the tax proceeds. 

It is claimed that a proportional tax does not change the relative 
position of different tax-payers. They all lose the same proportion of 
their purchasing power and therefore a proportional tax is ‘neutral’ 
in terms of the allocation of resources of the economy to different 
•uses. To put it differently, a proportional tax does not affect the re- 
lative demand/supply positions and therefore the developmental 
course of the economy. This type of reasoning is quite misleading. 
Firstly, it must be remembered that when the income of a tax-payer 
is reduced he adjusts his demand pattern for various goods and 
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services. A richer person would tend to maintain his consumption 
standard by reducing his saving and therefore the consequent supply 
of investment funds and the dcm.Tid for capital goods would fall. 
This, in itself, would retard the rate of economic growth though the 
State action may more tlian compensale the deficiency here. The 
poorer sections, on the other hand, will have to reduce their con- 
sumption itself and this nuiv not be desirable from the point of view 
of their health and efficiency. Actually a progressive ta.x would 
appear to be far more acceptable on these grounds. It would di\ert 
potential savings of the rich into State hands and the State can use 
them for accelerating economic growth. It would at the same time 
permit the poorc.r sections to maintain their consumption standards. 

Arguments For and Against Progressive Taxation 

A very strong case for progressive tax rates exists in terms of 
ability-to-pay and the corresponding sacrifice which taxation in- 
volves. This argument, of course, is based upon the assumption 
that marginal utility of income is subject to a reduction as income 
rises. For believing in this possibility and corresponding policy 
prescription of progressive rates we do not have to believe in the 
measurability of utility or the possibility of interpersonal com- 
parisons. Such a possibility, if it existed, would additionally enable 
us to construct precise schedule of tax rates confi'rming to the 
dictum that marginal disutility of tax to each citizen should be the 
same and that the aggregate sacrifice involved should be the least. 
However, the degree of inequalities of income and wealth are so 
large that we are not likely to go wrong even with a high degree of 
progression and a scope for icducing the aggregate sacrifice would 
still remain. 

Lerner, in his book Economics of Control, demonstrates that even in 
the absence of known marginal income utility schedules, so long as 
we can assume that the marginal utilities would be different, a move- 
ment towards equality of income would increase the total utility of 
income to the society. He further argues that in case the individual 
members of the society do not have equal capacity to enjoy income, 
we should still move towards equality, though at a slow rate. There- 
fore, the argiunents of those who reject progressive tax rates on the 
basis of non-measurability of utility stand rejected. The only conces- 
sion that could be give- to the opponents of progressive rates is that 
in the short run progression may be within limits and only over time 
the degree of progression should be increased at a gradual rate. Selig- 
man, however, persists in his belief that different individuals have un- 
equal capacity to enjoy income and therefore rejects a degree of 
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progression that would bring about complete income equality. He 
says: “Legal justice means legal equality, and a legal equality which 
attempts to force an equality of fortune in the face of inevitable in- 
equalities of native ability would be a travesty of justice.”® But the 
problem is that market forces create inequalities which are clearly far 
in excess of the possible differences in the capacity to enjoy income 
and as Adolph Wagner puts it, a tax system is a powerful instrument 
for correcting the distribution of income and wealth as determined by 
the market forces and the institution of inheritance.^ 

It is found, further, that progression can be advocated on the basis 
of social justice also which manifests itself in the form of taxing the 
people according to their ability to pay. Since progressive tax sche- 
dules try to bring about equal marginal sacrifice on the part of the tax- 
payers and since through that approach the whole tax system moves 
towards the least aggregate sacrifice, such a tax system is just as bet- 
ween individual tax-payers and for the society as a whole also. 

It ts, however, to be noted that the case for progressive tax has been 
disputed on die giounds of not only non-measurability of utility and 
the impossibility of interpersonal comparisons of utility, but also on 
the grounds that a progressive tax should be adopted only when mar- 
ginal utility of income falls faster than the rise in income. Actually, 
the very objective of imposing equal sacrifice through taxes is contes- 
ted. It is asserted accordingly that the case for progressive taxation is 
quite weak.® 

Benefics-received principle does not necessarily imply a progressiv e 
tax rate especially when we consider the welfare activities of the 
government. This approach would direct the government to tax the 
poor people more on account of the benefits received from its welfare 
activities. Even if we ignore the welfare activities of the State, it is 
debatable whether it is the rich or the poor who derive this benefit 
more. We have seen these arguments in detail while discussing the 
benefits-received approach and found that depending upon our opinion 
we could end up advocating progressive or regressive taxation. 

The degree of progression of the tax rates has an important bearing 
upon the proce.ss of saving and capital accumulation in an economy. 
Here the opponents of progression will claim that it is only the rich 
• that can save and therefore if they are taxed more heavily than the 


’B.R.A., Seligman, Progressive Taxation in Theory and Practice, 1908, p. 131. 
‘Adolph Wagner, Finanzwissenchaft, 1890, pp. 381-5. 

'See Walter J. Blum and Henry Kalven, Jr.. The Uneasys Case for Progressive 
Taxation, University of Chicago Press, 1953, pp. 43-45. 
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poor, the saving potential will be lost or reduced. However, the argu- 
ment in favour of progressive taxation would be that it is only the 
rich from whose incomes savings can come. Accordingly, why should 
not those potential savings be taxed? 

Firstly^ if the State does not tax the rich more heavily they are also 
likely to increase their consumption of luxuries and thus use up the 
productive resources of the society wastefully. In order that the rich 
should be prevented from this, they should be taxed more heavily. 

Secondly^ in the absence of progressive taxation the richer will be- 
come still richer and inequalities would increase. This tendenev will 
accentuate the pr<'cess of mal-allocation of the resources of the econo- 
my in favour of luxuries at the cost of necessities. It will also lead to 
a concentration of economic power in the hands of the richer <?ections 
which would be tempted to misuse them. 

Thirdly^ proportional taxation would endanger the health and pro- 
ductivity of the masses. It may also cause various forms of social and 
political unrest. 

It is, therefore, asserted by the supporters of progression that the 
State should tax the richer sections more heavily to ward off the possi- 
ble ill-effects in terms of social and political unrest, weak health and 
low productivity of the masses and misuse of the nation’s productive 
resources. Further, the Slate should take an active part in the econo- 
mic growth of the society through its budgetary savings, promotion of 
the public sector, provision of social overheads, and so on. 

In a modern free enterprise exchange economy, progressive taxation 
has an additional advantage of acting as a built-in stabilizer. That is, 
the tax system acts as a cushion against an excessive upward or down- 
ward movement in income and pi ices. Since the poor are taxed less 
heavily, and since the poor have a high marginal propensity to con- 
sume, it provides a firm base for a minimum effective demand in the 
country. As income increases, it is higher incomes which are taxed 
more, and during a depression, the higher income earners get larger tax 
relief. Thus, the economy gets a firm demand base even in a depression 
and its extra purchasing power is taxed away during a boom period. 
The tax bill varies in line with the upward or downward movement of 
the economy. 

In a poor, underdeveloped country, unfortunately, this policy pres- 
cription of raising resources through budgetary savings may necessi- 
tate the use of regressive taxes. A poor country, by definition, does 
not have an adequate economic surplus which would be saved, on its 
own. Such savings have to be forced upon the society to a great 
extent. And this leads the State to impose a variety of indirect taxes 
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such as excise duties, sales taxes etc. In order to raise adequate reve- 
nue, these indirect taxes have to touch articles of mass consumption 
and are not to be confined only to items of luxury patronized by the 
rich. Indian tax system illustrates this tendency where indirect taxes 
are increasing much faster than direct ones. 

It must be remembered, however, that an emphasis on indirect taxes 
becomes necessary only when direct taxes (which would be generally 
progressive) fail to yield adequate revenue to the Slate. In an under- 
developed economy, the welfare and growth requirements compel the 
State to raise more revenue which it can only through relying more 
ainl more upon indirect taxes of the regressive type. Unfortunalely, 
therefore, the theory of progressive rales cannot be fully put into prac- 
tice in underdeveloped economies. 

The degree of progression in taxation is also intimately connected 
with the will to work and save. The opponents of progressive taxation 
argue that economic progress cannot be ensured unless people work 
for it and for hard work they must have adequate economic incen- 
tive^. In othei words, tlie argument maintains that unless people are 
able to enjoy the fruits of their labour, they would not work more 
and productivity in general would decline. The richer people will save 
less and there will be a retardation in the process of capital accumu- 
lation. This type of logic tends to mislead us. Firstly, as far as saving 
and investment are concerned, we have seen above that the State can 
perform these functions provided it wants to and provided it has an 
adequate and efficient a Iministrative machinery for it. What is, there- 
fore, needed for this aspect of the problem is an effective and proper 
system of economic incentives for efficiency and punishment for 
iuefficicncy in the public sector of the economy. Regarding incentives 
for hardwork, why should we assume that it is only the rich which 
need this incentive? The poor need it in a far greater measure. Actually 
it may be stated that the rich will rather opt for more leisure beyond 
a certain level of income in order to enjoy that income. The poor, on 
the other hand, will not only be edged on to harder work if they 
find the existence of appropriate economic incentives, but would also 
find their productivity increasing through greater consumption (on 
account of larger income availability). 

■ One further point in favour of progressiveness is its administrative 
convenience. In the case of proportional taxation, or regressive taxa- 
tion, tax collecting machinery has to cast its net very wide. This not 
only causes undue harassment to small tax-payers, it also leans to a 
high cost of tax collection. In the case of progressive rates (and steeper 
the progression, the better for it), the cost of tax administration and 
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collection would be proportionately much lower. 

DIRECT VS INDIRECT TAXES 

The distinction between direct and indirect taxes is not always a satis- 
factory or a consistent one. There has been a long tradition in econo- 
mic literature to classify taxes into these two categories. One way of 
distinguishing between these two has been in terms of the incidence 
of taxation. It is asserted that if the incidence of a tax rests upon the 
person who bears its impact also, then it is a direct tax. If on the 
other hand, the incidence is passed on to others, then it is an indirect 
tax.* J.S. Mill, the Physiocrats and others believed in this kind of dis- 
tinction. However, it is obvious that such a distinction is not easy to 
maintain, especially because in some cases the incidence of the tax 
may shift partly and in some cases fully or even more than fully. 
Again, the shifting of incidence may differ even in the case of the 
same tax over time and so on. Because of these complications, seme 
authors tend to discard this distinctioft. For example, Taylor savs, 
“The terms “direct” and “indirect” tax. . .are finally distinguishable 
in meaning only in terms of shiftability. Direct taxes are not shifted, 
while indirect types are. The decline in the use of these terms can be 
accounted for by inability to make such broad generalization with 
respect to many tax measures.”’ 

However, the distinction between direct and indirect taxes on the 
basis of the coincidence of impact and incidence is not the only one 
available. In economic literature we also come across many other 
bases of this distinction. For example, it has been maintained that 
while taxes on production arc direct, those on consumption are in- 
direct. Similarly, it has also been claimed that taxes on income are 
direct but those on expenditure are indirect. It would be noted that 
these types of distinctions do not have a sound economic basis. For 
example, why should we term taxes on production direct while those 
on consumption indirect? Both are two important activities in the 
economy and one cannot be sustained without the other. Similarly, 
to distinguish between taxes on income and taxes on expenditure 
would be equally faulty and more so when we notice that in terms ot 
flow of funds in the economy, receipts and expenses are two dimen- 
sions of the same activities. If we want to have an economic basis for 

•J.S. Mill, Principles of Political Economy, Ashley Edition, 1909, p. 823. 

^Philip E. Taylor, The Economics of Public Finance, 3rd eda.. 1968, p. 307, 
footnote 1. 
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distinction betiveen direct and indirect taxes, then the plausible ap- 
proach would be to maintain that in the case of direct taxes the liability 
is determined with direct reference to the tax paying ability of the 
tax-payer, while in the case of indirect taxes such an ability is asses- 
sed indirectly. For example, income tax is a direct tax. Here the tax 
paying ability is assessed directly in relation to the income of the 
asscssee assuming that such an income is a true indicator of his tax 
paying ability also. 

Same is the case with gift tax, inheritance tax, expenditure tax, 
wealth tax, and so on. All these are examples of direct taxes. Corpo- 
ration taxes, such as taxes on profits, sales proceeds or assets of firms 
and corporations are also considered direct taxes because these insti- 
tutions arc also considered economic entities. An excise duty, on the 
other hand, is an indirect tax. For example if each piece of radio is 
taxed at a rate of say 20 per cent of its value, then it is assumed that a 
person who purchases a radio will have this capacity to pay the tax, 
and one who purchases a costlier radio will have a greater ability to 
pay. It is partly on this reasoning that costlier items and luxuries are 
usually subjected to higher sales taxes and/or excise duties while arti- 
cles of daily necessities are generally exempted or are taxed lightly. 
Apart from excise duties and sales taxes, import and export duties, 
taxes on rail and bus fares and so on are also in the category of in- 
direct taxes. 

Indirect taxes may be specific or ad valorem. When they are impo- 
sed on ‘per item’ or ‘per unit’ basis, the> are called specific. On the 
other hand, when the tax amount is scheduled according to the value 
of the item being taxed, it is ad valorem. Excise duties, for example, 
arc generally specific. Sales taxes are mostly ad valorem. Taxes on 
rail and bus passenger fares are usually ad valorem, but they can be 
specific also. The advantage in having ad valorem taxes is that the 
tax automatically gets hinged on to the value of the item and would 
move along with its value. For example, if there was a tax on rail 
fares on a specific basis , each passenger fare would be taxed equally. 
Since most rail passengers travel only a short distance, the tax per 
passenger will have to be very low. A very long distance passenger 
would also pay the same low tax. An ad valorem tax, say 10 per cent, 
on the other hand, would ensure that a passenger paying Rs 2 as rail 
fare pays only 20 paise as tax, while the passenger paying Rs 200 either 
due to a long distance or due to a higher-class travel pays Rs 20 as 
tax. The yield from ad valorem tax is more flexible and its incidence 
is more just. 

This brings us to the question of merits and demerits of direct and 
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indirect taxes a knowledge of which helps the government in choos- 
ing a judicious combination of both types. We are not likely to come 
across an economy where only one form of taxation is being used to 
the exclusion of the other. What would differ from one economy 
to the other is the exact proportion in which these taxes are mixed. 

Merits and Demerits of Direct Taxes 

It is claimed that direct taxes are intimately relatcu to the abilily- 
to-pay. In their case the ability-to-pay is judged directly and not 
indirectly as in the case of indirect taxes. Accordingly, there are 
lesser chances of making an error of judgment. Direct taxes can be 
chosen and their rate-schedules determined in such a way as to secure 
the maximum possible closeness to the ability to pay and the least 
aggregate sacrifice. In these taxes, we can determine the degree of 
progression that we want and thus bring about adequate social and 
economic justice. These taxes can be used for reducing income and 
wealth inequalities and thereby various social evils can be mitigated. 
We must, however, remember that these arguments are quite sound 
provided in practice a proper degree of progression of tax schedules 
can be chosen. Usually what happens is that authontic-. are cither 
loo hesitant to adopt a fair degree of pi egression and Ihcrefoie direct 
taxes fail to contribute appreciably to the reduction in income and 
wealth inequalities, or they become extra enthusiastic in their zeal to 
bring about equalities. In the latter case, their policy tends to reduce 
the generation of national income and therefore leads to an all round 
reduction in enonomic welfare. These two are real dangers of using 
direct taxes for achieving a degree of income and wealth equality, 
but this demerit is not an inherent feature of direct taxes. It is a 
possibility that exists and that can be avoided. 

The opponents of direct taxes would claim that since a precise 
degree of needed progression cannot be estimated (on account of the 
difficulties of measuring the ability to pay and the subjective nature 
of the marginal utility of income), the State would always end up 
with either too much or too little progression. This argument, how- 
ever, cannot be used to banish the use of the direct taxes as such. 
Firstly, the need for direct taxes is to be recognized in terms of their 
ability to have progression. Secondly, indirect taxes are generally 
regressive and discarding the diiect taxes would entail a far greater 
movement away from the principle of ability-to-pay. 

It should be noted that no one direct tax may be taken as a measure 
of ability to pay. A combination of different indices like income, 
wealth, expenditure, gifts, inheritance, capital gains, windfalls etc. 
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would be needed and that is why not one but a number of direct taxes 
should be used in a harmonious way so as to reach closest to the 
appropriate and true measure of ability-to-pay. 

It is claimed that direct taxes do not cause at all (or cause very 
little) distortion in the resource allocation of the economy and that 
they leave the tax-payers better off than do the indirect taxes. This 
way, on welfare grounds, the superiority of direct taxes is sought to 
be established. We shall elaborate this point under the heading “Are 
Direct Taxes Less Burdensome?” of this chapter and we shall see 
that this assertion is based upon two highly unrealistic assumptions. 
Here, however, mention may be made of the Colwyn Committee 
Report of 1927 in which it was argued that income taxes do not 
affect relative prices or production of goods and services. The 
Committee argued that a general income tax would leave the relative 
profitability of different industries unaltered and wpuld not have 
any effect on resource allocation. Moreover, in every firm, the 
marginal cost would equal price which implies that the marginal 
unit of ou+pUk dvV*s not yield any profit and is not subject to any 
tax. Hence, taxation of income would not affect output also. The 
irrelevance of this reasoning can be easily seen. We do not have 
perfect markets; and the contention that market price and marginal 
cost of production are equated stands sufficiently discredited in 
favour of other hypotheses. 

Revenue elasticity is another point put forth in favour of direct 
taxes. In other words, as income of the community goes up, so does 
the tax yield from direct taxes. This is a claim which can be made 
for indirect taxes also, and such a claim need not be true for some 
direct taxes. When the general level of activity and income goes up 
in the economy, there is likely to be a corresponding increase in sales/ 
purchase and other activities. It is not that income and employ- 
ment can increase in vacuum. Accordingly, it is not only direct, but 
indirect taxes also which should be expected to increase. Also it 
should be noted that the authorities would not be interested only in 
the tax revenue as such, but also in the social and economic justice 
through the tax instrument. From that point of view, of course, 
direct taxes arc often preferable. 

The advocates of direct taxes assert that these taxes inculcate a 
spirit of civic responsibility amongst the tax-payers. They then try to 
be more vigilant about how much tax revenue is being raised and to 
what uses it is being put. This argument, it appears, is quite mis- 
leading. Firstly, this argument contradicts another one according to 
which direct taxes leave the tax-payers better off than do the indirect 
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taxes. If this isthe case, then obviously people will be less con- 
scious of the taxes when they are being paid directly. Secondly, with 
this awareness of their tax liability, they would try to evade the 
taxes. And the practice and possibility of tax evasion and avoidance 
is more here than in the case of indirect taxes where the tax- payers 
often get the impression that they will be able to pass on their inci- 
dence. 

Amongst the demerits of direct taxes we may add the fact that they 
generally violate the canon of convenience. Indirect taxes are usually 
paid in instalments for each transaction and so on. They can also be 
avoided to some extent by shifting one’s expenditure pattern or re- 
ducing the total expenditure. Direct taxes, on the other hand, are 
generally payable in lump sum or even in advance and become quite 
inconvenient. 

Another demerit of direct taxes is their supposed effect on the will 
to work and save. It is asserted that work (giving income) and leisure 
are two alternatives before any tax-payer. If, therefore, a tax is im- 
posed, say on income, the tax-payer will find that the return from 
work has decreased as compared with return from leisure. He, there- 
fore, tries to substitute leisure for work. Harbcrger, however, comes 
to the conclusion that no a priori case in favour of direct taxation 
can be established since both direct and indirect taxes affect the 
choice between work and leisure*. There is, therefore, a reduction 
in the will to work on the part of the tax-payers and this tendency 
is bad for the economy since it leads to an all-round slowing down 
of economic growth. Similarly, if the authorities tax property and 
inheritance etc , it will cause* a reduction in the will to save. Capital 
accumulation in the economy will suffer and there will be again a 
retardation of economic growth.*, This happens because the tax-payer 
then starts comparing the utility from current consumption with 
the utility from future income (which he shall earn through in- 
come from savings). The lax-payer may even compare the utility 
from current consumption with the satisfaction which he derives 
from handing over a certain amount of gifts or inheritance to the 
beneficiaries, children e'c. Since the taxation reduces the utility 
going to the beneficiaries, the tax-payer tends to consume more 

•Arnold C. Harbcrger, ‘Tixation,' Resource Allocation, and welfare,” The 
Role of Direct and Indirect Taxes in Federal Revenue System, Piinceton, 1964, 
pp. 25*81. 

•Harberger, for example, shows that an income tax reduces the rate of kivcst- 
ment more than a consumption tax of equal yield would. Sec Harberger, op. cit„ 
pp. 58-62. 
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himself and save less for heirs. 

This possible disadvantage, however, may be counteracted by two 
other forces: 

firstly, a tax-payer may be seriously interested in leaving at least 
a certain amount of net inheritance or a net gift to the beneficiary in 
which case he would try to save more to compensate for the tax 
payment. 

Secondly, it is also possible that the expected income from investing 
the saving may be so much that even such direct taxes do not have a 
significant effect upon saving and investment activities. These counter- 
acting forces, however, are not likely to be general and strong. It may 
be slated quite strongly that direct taxes are very likely to discourage 
sav i ng and investment activities (though these tendencies may be coun- 
terbalanced by other fiscal policies or other socio economic forces). 

Merits and Demerits of Indirect Taxes 

An important merit of indirect taxes is that they are less inconve- 
nient, and from that point of view less burdensome (their being less 
burdensome from other points of view is not agreed in general). The 
tax-payers pay these taxes in bits and generally when they enter into, 
sonic transactions of sales and purchases. Furthermore, indirect taxes 
arc usually hidden in the prices of goods and services being transacted 
and, therefore, their presence is not felt so much. 

Another merit of indirect taxes is that with proper administration, 
the chances of tax evasion in their case are less. Excise duties, for exam- 
ple are quite difficult to evade if the government machinery is vigilant 
and there is a proper check at the points of production. Sales tax, 
however, is more difficult to administer especially if we allow various 
exemptions either to goods and services or to sellers having turnover 
of less than a certain amount. Furthermore, the points of sales tax, 
are larger in number and spread over wider areas. It is for this reason 
that in some cases, additional excise duties are imposed in lieu of 
suics taxes. But there are other indirect taxes which are not that diffi- 
cult to collect, for example, taxes on railway and bus fares. Here the 
points of collection are manageable in number and accounts of the 
transactions aic usually well maintained. All told, indirect taxes are 
subject to far less evasion than diaect ones. 

In an underdeveloped country, indirect taxes have a special role to 
play. Such a country is in need of additional saving and capital accu- 
mulation. Total national income leing low, the scope to squeeze ade- 
ouate tax revenue both for running the administration and for bringing 
about capital accumulation is very limited. Furthermore, in such an 
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economy, there is usually an urgent need for providing certain basic 
amenities and welfare activities such as drinking water, health services, 
protection against malnutrition, and so on. Given this enormous need 
for tax revenue, and given the limited scope of direct taxes, indirect 
taxes have to play a crucial role in such economies. The only excep- 
tions to this rule can be those economies which have some huge ex- 
port potentialities such as oil and the export of which would enable 
the authorities to finance their welfare and growth activities. 

Another merit of indirect taxes is that they are a powerful tool in- 
moulding the production and investment activities of the economy, 
i.e., they can guide the economy in its resource allocation. Tt is gene- 
rally recognized that market mechanism by itself is not a perfect insti- 
tution for the economy. It has many defects which manifest themselves 
in the form of not only inequalities of income and wealth, but also 
in the distorted patterns of consumption, production and employment. 
Direct taxes can be used as corrective tools in this connection. A 
proper structuring of indirect taxes can enable the authorities to twist 
the demand and supply forces in a way so as to yield desirable results — 
encouraging higher priority industries and discouraging lower priority 
ones. For example, an imposition of a high rate of excise duty or a 
sales tax will raise the price of the goods and discourage its demand. 
Reduced profitability of this item will, therefore, lead to drying up of 
investment in this line and diverting it to those lines where profitabi- 
lity is comparatively higher. Similarly, indirect taxes can also be ori- 
ented towards increasing eniloynient or encouraging the adoption of 
particular technology. For example, an extra duty upon mill-made 
cloth, while exempting the handloom cloth from the same will act as 
a booster for handloom cloth and will encourage employment also. If, 
on the other hand, the intention is to encourage capital-intensive techni- 
ques, labour intensive outputs can be taxed more heavily. Similar logic 
applies to various situations and policies with regard to customs duties. 
The main point to be emphasized is that indirect taxes can be highly 
selective both commodity-wise and rate-wise and thus can be designed 
as a powerful tool for guiding the economy. 

Another advantage of indirect taxes, which makes them a versatile 
and selective policy tool is their flexibility. Direct taxes cannot be very 
selective and therefore are not so fleiiible, while indirect faxes ate. The 
rates of indirect taxes and their coverage can be quite selective apd can 
be modified more readily to suit the occasion. This is often practised 
also in the case of customs duties. 

Arguments against indirect taxes are only a few but powerful ones. 
Firstly, it is claimed and very rightly that these taxes negate the prin- 
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ciple of ability-to-pay and arc therefore unjust to the poor. By their 
very nature (since one of the objectives is to collect enough of revenue)^ 
they arc spread over to cover the items which are purchased generally 
by the poor. This makes them regressive in effect. For this reason, in- 
direct taxes also militate against the objective of least aggregate sacri- 
fice. This ill-effect of indirect taxes is sought to be corrected by heavily 
taxing the luxury items. However, such a correction can only be partial 
and no more than that. Taxing the luxuries alone will not yield ade- 
quate revenue for the State. 

Another defect of indirect taxes is that they feed inflationary forces. 
Direct taxes take away a part of the purchasing power of the tax-payer 
and that has the effect of reducing demand and prices. On the other 
hand, indirect taxes begin with adding to the sale prices of the taxed 
goods without touching the purchasing power in the first place. The 
lesult is that in their case inflationary forces are fed through higher 
prices, higher costs, and wages and again higher pricesC 

Are Direct Taxes Less Bordensome? 

In economic literature, there has been a good deal of discussion as 
to which form of taxation is more burdensome for the tax-payers. This 
discussion is obviously based on the assumption that we are to com- 
pare alternative ways of raising the same tax revenue. It is further 
assumed that the public expenditure policy remains unaffected by the 
form of taxation, so that the superiority or otherwise of a tax does 
not lie in the amount of resources transferred from the private to 
public sector, but only in the effects which different methods of such 
resource transfer entail. We have already discussed the merits and 
demerits of both direct and indirect taxes. Here therefore the question 
of burden of the alternative forms of taxation may be viewed from 
the point of view of (a) a possible shift in resource allocation, and 
(b) a sacrifice on the part of the tax-payers. It is usual to provide 
this comparison by representing direct taxation by a proportional 
income tax and representing indirect taxation by a proportionate 
tax on commodities. 

The dimension of resource allocation has been discussed in the chapter • 
effects of taxation. It is shown there that an indirect tax is ex- 
pected to cause a shift in the relative prices of goods and therefore 
bring about a resource allocation which would be different from the 
allocation achieved by free market mechanism. An income tax, on 
the other hand, is expected to let the relative prices remain unchanged 
and therefore be neutral regarding resource allocation. If we assume 
that the resource allocation in the absence of any tax is already 
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•optimum, then an indirect tax would cause a distortion in it and 
would be burdensome to the economy to that extent. On the other 
hand, if the initial resource allocation is not optimum, then indirect 
.taxation becomes an effective instrument in bringing it nearer optimum. 

Miss Joseph, Hicks and others have maintained the superiority of 
direct taxes over indirect ones by showing that the lax-payers have to 
undergo lesser amount of sacrifice in satisfaction in the case of direct 
taxes. On welfare grounds, therefore, direct taxes are supposed to be 
superior. 

This is illustrated with the help of indifference curves technique 
(Fig. 8. 1). Let us take the case of a single consumer who is to be taxed 
by the authorities. I et his money income be measured along T-axis 
and let JT-axis represent goods in general. Let his money income be 
OA which can purchase OB amount of goods. Then ylB is the budget 
line and his equilibrium position is given by point G. The consumer 
is on indifference curve 1. Now let the authorities impose a propor- 
tionate tax on all goods so that the new budget line becomes 
giving the consumer’s equilibrium position at point Fand pushing him 
to indifference curve 3. If, however, the authorities raise the same tax 
revenue by means of an income tax, then the new budget line will be 
CD (it will pass through point E and will be parallel to AB). CD still 

lies below AJ before 
the point E and above 
AJ after the point E. 
As a result the consu- 
mer will attain his new 
equilibrium position at 
point H which is on a 
higher indiffcience cur- 
ve, namely number 2. 
(It will also be seen 
that through indirect 
taxation, the govern- 
ment was getting a tax 
O M j ~D ^ revenue equal to EF- 

QuantUy of Goods in General AC.) 



FIG. 8.1 


This treatment show- 
ing the superiority of 
direct tax over indirect taxes is, however, not free from defects. 


‘•M.F.W. Joseph, "The Excess Burden of Indirect Taxation," Jtev/ew of E(om>- 
■ mte Studies, June 1939, Figure II, p. 227. Also J.R. Hicks, Value and Capital, p.41. 
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D. Walker points out some such defects.’^ this analysis assumes 
that the tax-payer’s indifference map does not alter in view of chang- 
ing tax rates and their forms. This is highly unrealistic since the tax- 
payers are most sensitive to both the form and rates of taxes. For 
example, their dislike for direct taxes may be more than their dislike 
for indirect taxes because’direct taxes are more open. Accordingly^ 
even if theoretically, the consumers are able to reach a higher indiffe- 
rence curve through direct taxes, they may not want to be taxed 
directly. D. Walker puts it by saying that in such a situation it is 
not necessary that the higher indifference curve is a preferable situa- 
tion. In the same manner, the tax rates and the division of taxes, 
between direct and indirect ones is bound to affect the relative pre- 
ferences of the consumers as between one good and the other and as 
between money income and goods. To assume in the traditional way 
that no change in indifference curves would take plac4 on account of 
different tax rates would amount to saying that the elasticity of demand 
for goods is zero in each case. This is certainly not true. 

Still another defect of this approach is that it starts from a position 
of no-tax and tries to analyze the best way in which a given amount 
of tax revenue could be raised. In practice, however, every economy 
has some taxes, both direct and indirect’and what is to be decided is 
a change in their composition and rates. The net effects will differ 
according to the position from where we are starting. Given these 
defects, therefore, D. Walker asserts that “broadly speaking, then, the 
Joseph-Hicks theoretical demonstration of the superiority on welfare 
grounds of direct or indirect taxation is only a satisfactory proof on 
the twin assumption of a completely inelastic supply of labour with 
respect to income and outlay taxes and ‘ideal initial conditions’.’’^^ 
The term ‘ideal initial conditions’, we should note, refers to a position 
of no taxes in existence. 

The comparison between direct and indirect taxes as outlined above- 
implicitly assumes that the resource allocation as brought about by 
the market demand and supply forces is an ideal one. This assumption 
can be challenged. Actually, as we shall have occasion to see time 
and again, an important reason for an effective government interven- 
tion in the market is the ‘defective’ working of the latter. Briefly 
speaking, we may put forth two arguments here. The first one relates. 

**D. Walker, ‘The Direct-Indirect Tax Problem; Fifteen Years of Controversy,’’ 
PiAitic Finance, Volume 10, 1955, pp. 153-77, reprinted in R. W. Houghton (Ed.),. 
Public Finance, Penguin, Second edn., pp. 417-43. 

*'D. Walker, opxit., reprinted in Houghton, op, cit., p. 423. 
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to the popular assumption of perfectly competitive market. It is now 
realized that such a market is merely a myth. In reality a large num- 
ber of market imperfections are in operation which bring about a de- 
-fectivc allocation and utilization of productive resources. Left to the 
market forces, an economy may not be able to correct regional imba- 
lances, emergence of monopolistic elements and the like. As a result, 
very often, the economy may not' be able to generate the requisite rate 
of savings and capital accumulation. The second argument relates to 
income distribution. In a pure market economy, income distribution as 
between different members of the society is not based upon their relative 
needs, but is determined by the pricing and ownership of the factors of 
production. This system creates and perpetuates income inequalities. 
The institutions of private property and inheritance widen the income 
and wealth inequalities with the passage of time. Thus we build up 
the sequence of reasoning like the following: income and wealth dis- 
tribution in the society are not in harmony with the relative needs of 
the members of the society. The demand pattern which emanates from 
such an income and wealth distribution fails to reflect the true needs 
of the society and hence the production pattern and resource alloca- 
tion of the economy cannot be considered the optimum ones. There 
would be a divergence between private costs and benefits from social 
costs and benefits. There may, therefore , be a need to bring about a 
shift in such an allocation through tax measures. If so, indirect taxes 
of specific type may be preferable to direct taxes. 

It may also be noted that we should not confine ourselves to a com- 
parison between proportional direct income tax with proportional in- 
direct taxation of all goods. A good deal of possibilities exist regard- 
ing the exact coverage and rates of both direct and indirect taxes 
mnd it is not logical to compartmentalize the comparison between 
two specific varieties of direct and indirect tax systems only. 

Milton Friedman challenged this Joseph-llicksa pproach by point- 
ing out that this treatment related to a single tax-payer. It did not 
apply to the whole community of tax-payers because this approach 
was ignoring the expenditure side of the budget and the production 
possibilities in the economy.^^ 

One particular argument in favour of direct taxes, however, would 
be that in order to make sure that each tax-payer was paying aopord- 
ing to his ability-to-pay (in whatever way it is defined), it will be 
administratively and otherwise easier to collect the taxes directly. 

“Milton Friedman, “The Welfare Effects of an Income Tax and an Bxcu* 
Tax,” Journal of Political Economy, February 1952, pp. 25-33. 
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Imposing indirect taxes cannot ensure the desired relative distribu- 
tion of tax burden as bcrween different tax-payers. 

VALUEADDKD TAX 

Value-added lax (VAT) belongs to the family of sales taxes. There- 
fore, it would be helpful if we briefly distinguish between these 
■different forms of sales taxes and note the place of VAT in them. A 
gctural sales tax is a tax on sales transactions but it is applied at 
onlj one stage of business activity. We know' that a production pro- 
cess has many stages right from the manufacturer to the retailer before 
the good finally reaches the consximer. A general sales tax may be 
applied at any one of these stages. Usually, however, it is collected 
either at the wholesale level or at retail level. The traders are allotted 
sales tax numbers and a trader possessing such a number can pur- 
cha c the goods without paying the sales tax. He similarly would 
sell the goods to the next buyer net of sales tax if the next buyer also 
happens to possc.-s a sales tax number. Otherwise he charges the 
safes tax on his sales and deposits the proceeds with the authorities. 
Compared to a general sales tax is the turnover tax. While a sales 
tax is imposed only at one point of sale, a turnover tax is imposed at 
each sales transaction. One good, therefore, will be subjected to as 
many tax levies a*- there arc the transactions through which it passes. 
A turnover tax accordingly tends to increase the final sale value to 
the consumer cumulatively. In order to secure competitive advantage 
over others, the firms try to go in for vertical integration and thus 
avoid turnover taxes on intermediate sales. 1 his encourages mono- 
polistic tendencies. 

VAT is a tax lun on the total value of the good being sold, but 
only on the value added to it by the last seller. The seller, therefore, 
is liable to pay a tax not on its gross value, but net value, that is the 
jross value minus the value of the materials purchased from other 
firms etc. The basic difference between VAT and a sales tax is that 
the tax liability under VAT is split up into stages. Theoretically, 
the tax liability in the case of VAT and in the case of sales tax at the 
retail level should turn out to be the same. This is because the total 
.retail price is nothing but the value added to the raw materials at 
different stages of ‘production’ and trade. In the case of VAT, the 
same total created value is taxed in stages. The usual practice is to 
estimate the tax liability of the last seller on the basis of gross value 
of the produce and give him credit for the taxes paid by the earlier 
sellers. It must be noted that here the assumption is that final sale 
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value at retail level represents the actual value added at different 
stages and that the market friction and other imperfections are not 
distorting the whole picture. “The differential incidence of the retail 
sales tax and the value added tax, consumption type, is nil, because 
both taxes have the same aggregate base. 7 he consumption tax (retail 
sales tax) is imposed on the amount consumers pay (ex other tax, if 
any) for consumption goods, and the value-added tax. consumption 
type, is imposed on the amount paid to factors for producing those 
goods. Tliese remarks, ot course, abstract from friction and the 
imperfections in the market.”^^ But a basic difference between a sales 
tax and VAT whtch must be emphasized is that the base of VAT 
“is not the gross value of the retail sale but rather the net value 
added at each stage of production.’’^^ And that distinguishes it from a 
turnover tax also where each transaction is taxed on its gross value. 

VAT was adopted through historical evolution by France in 1954 
and since 1967 countries of European Economic Community (EEC) 
also decided to adopt VAT and a few other European Countries 
also followed suit including UK in April 1973. However, Japan, 
having adopted this sj stem in late forties soon abandoned it. It is 
being used in some underdeveloped countries also. 

Forms of VAT 

Like a sales tax, VAT can also be designed to have different forms, 
exemptions and rates. In this connection, there are two ‘"important 
varieties of VAT, viz. the Consumption Variety and the Income 
Variety. The difference between these two varieties emerges from the 
treatment of capital depreciation. If a firm is allowed to deduct the 
entire credit when the capital equipment is purchased, the system is 
termed as consumption FAT. If the firm is allowed to deduct the credit 
as the equipment depreciates over time, the system is termed as an 
income VAT.^^ 

Carl S. Shoup, however, distinguishes between four possible varie- 
ties of VAT: 

(1) In this case to arrive at the value added by a firm, the value of the 
inputs purchased by it from other firms is not deducted in full. Only 
the value of non-capital purchases is deducted. Furthermore, no 
depreciation is permitted on the purchase of capital good$ even in 
subsequent years. Thus, the value added by a firm is taken to be inclu- 

“Carl S. Shoup. PMic Finance, Weidenfeld and Nicolson, 1969, p. 425. 

“John C. Winfrey, Public Finance, Harper and Row, 1973, p. 426. 

^*lbid. 
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sive of the use of capital goods even when they have been purchased 
from other firms. For the economy as a whole, the value added, cal- 
culated in this way, becomes equal to the gross national product (if 
there is no foreign trade). Therefore, the aggregate base for the value 
added tax for the country as a whole also becomes the Gross National 
Product (GNP). This variety may be termed production VAT, In simple 
words, the tax base for any firm will be just sales minus materials 
(other than capital-goods). This type of VAT obviously cannot be 
popular with the governments, because it militates against the use of 
capital and retards economic growth 

(2) The second variety is of consumption VAT, In this case, the firm 
in question is allowed to deduct from the gross value of its product 
not only the non-capital inputs purchased from other firms, but also 
the capital equipment so purchased. In the absence of foreign trade, 
the aggregate base of this tax for the economy as a whole becomes 
Wages {W) plus Profits (P) plus Depreciation (/)) minus Investment 
(T). Now since GNP is equal to If'+P+D - Consumption (C)+In- 
\estment (/), ♦he.. fore, the aggregate tax base becomes GNP—/, that 
is, consumption in the economy. All the European countries which 
have adopted VAT have chosen the consumption variety. One reason 
for this is that if the firms are allowed depreciation on capital equip- 
ment, they tend to apply a high rate of depreciation. “The definition 
of value added net of all fixed capital purchases instead of net of 
depreciation is, of course, illogical but deliberate. It aims at correcting 
the biases against faster scrapping and mechanization. . . Also 
such a tax base is simple to estimate. Winfrey uses a simple way of 
presenting this variety of VAT, namely ‘sales proceeds minus capital 
minus materials.’ 

(3) 1 he third Nanety is the one where the firm is able to deduct the 
net earnings from it> capital in order to arrive at the tax base. Since 
earnings fiom capital amount to profits plus interest, therefore, the 
balance left to be taxca is equivalent to wages. This variety of VAT 
is, therefore, called the wage-type VAT, This variety is also unlikely to 
be used for taxation by any government. 

(4) The fourth variety is where the firm is allowed to deduct the 
full value of its non-capital purchases from other firms and a depre- 
ciation on the capital-purchases from other firms. This approach 
obviously gives us the proper net value added. For the country as a 
whole the aggregate t ix base (in the absence of international trade) 

’D.K. Stour, “Value Added Taxation, Exporting and Growth,** British Tax 
Review, September-October, 1963, In Houghton, op. cit,, p. 481. 
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would be the net national product (NNP). This is called the income- 
type VAT. Tn other words, here the tax base is sales minus materials 
minus depreciation for each firm. The income variety is the most 
complicated of all titc varieties though logically it has a greater 
appeal. 

This brings us to the merits and demerits of VAT. 

Merits of VAT 

(1) A general VAT is supposed to be neutral to the forms of pro- 
duction and commcrciali?ation. In the ease of a turnover tax, for 
example, at each sales transaction a tax is added. As a result a turn- 
over tax encourages vertical integration of production so as to avoid 
the intermediary sales and taxes and also to acquire a competitive 
advantage over others. For example, a bicj'cle factory which is manu- 
facturing its own steel pipes and rims etc., would pay a smaller turn- 
over tax than another which has to purchase these materials from 
other firms. A VAT, on the other hand, is neutral between these pro- 
cesses of integration and therefore helps the economy in adopting 
those forms of production which are economically more suitable. 

(2) A very important advantage quoted in favour of VAT is that of 
lesser tax evasion. Firstly, this happens because the tax is divided into 
parts and therefore the incentive to evade tax by any one firm is redu- 
ced. Secondly, it is in the interest of a firm to account for the taxes paid 
by earlier firms through which the inputs have come — otherwise this 
firm pays the tax itself. If any firm, therefore, understates its output, 
it will be caught by the disclosures of the firms bujing inputs from 
this firm. This t>pe of cross-auditing enables the authorities to plug 
the tax leakages. 

(3) The use of VAT helps a country in encouraging its exports. In 
order to get a competitive edge over others, a country may refund the 
taxes paid on the exportable goods. It is easy to separate the tax from 
the cost of production in the case of VAT, but not so in the case of 
other taxes which get mixed up with the cost of production (since 
they are levied at gross value in each case). The other advantage is 
that the General Agreement on Trade and Tariffs also recognizes VAT 
rebate as a legitimate practice of encouraging exports. 

(4) It is also claimed that VAT is conducive to efficiency since a 
firm is not exempted from its tax liability even if it runs into a loss. 
It pays a tax not on its profits but on the value produced. It, there- 
fore, tries to improve its performance, and reduce the cost of pro- 
duction. 
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Demerits of VAT 

VAT, however, is not just a bundle of advantages. Rather it has 
serious limitations especially for underdeveloped countries becau'^e of 
which it has not yet become popular. 

(1) VAT is not an easy system to adopt, especially in an under- 
•developed country. It is a complicated system and needs an honest 
and efficient government machinery to do the cross checking and link 
up various production activities and the resulting tax liability of each 
firm. Jt is, therefore, necessary that the country adopting it should 
also be sufficiently advanced in its financial and economic structure 
and the firms should be in the habit of keeping proper accounts. 

(2) This system depends a lot upon the cooperation of the tax- 
payers. Each firm itself calculates its tax liability to begin with, and 
also finds out the taxes paid by the earlier firms. Once, however, the 
sellers realize that the administrative machinery of the government is 
ill-equipped to do all the necessary cross-checking, they will resort to 
the creation of false purchase invoices showing taxes paid by others. 
To the extent this happens, tax evasion becomes a major possibility and 
a common practice. 

(3) Even if the tax-payers are all fully honest, this system of taxa- 
tion forces them to maintain elaborate and costly accounts. This bc- 
xjomes highly uneconomical, especially for the smaller firms. 

(4) The difficulties of maintaining accounts, cross-checking and 
preventing tax evasion become insurmountable if the system contains 
some exemptions (such as for food items) and dilfcrential rates of tax- 
ation (luxuries arc likely to be taxed at higher rates than necessities). 
It would be naive to assume that a modern government would like to 
have a tax system which is claimed to be ‘neutral’ in its allocative and 
distributive effects. The realities of non-competitive markets, income 
and wealth inequalities, and (in underdeveloped countries) the need 
for quickening the pace of capital formation cannot be ignored. VAT 
has to be selective in coverage and with differential rates. The host 
of problems arising out of these exemptions and differential rates 
make this tax quite unattractive. 

(5) The argument that VAT induces efficiency is not a tenable one 
in a shortage economy like ours where speculative hoarding, non- 
competitive price rise and similar practices arc quite common. Tn a 
seller’s market, it is doubtful whether VAT will edge the producers and 
sellers to increase their efficiency and reduce costs since goods will 
sell irrespective of their inferior quality and high prices. 

All fold VAT is a highly unwieldy tax system wliich cannot be ad- 
iministered with any degree of efficiency in an underdeveloped country 
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on account of its various limitations and its general applicability in 
advanced countries remains debatable. In India the concept of VAT 
was introduced in a limited form in the Central Government Budget 
for 1975-76 whereby all items which were not already subject to 
excise duties were subjected to an ad valorem duly of 1%. Iii sub- 
sequent budgets this rate was raised, becoming 8% in 1979-80. The 
Indirect Taxation Enquiry Commitlee (1976) in its Report in 1977 
examined the feasibility of VAT s>stem. It came to the conclusion 
that under our administrative and other circumstances, we should 
be cautious in adopting this tax form. It recommended the adoption 
of this tax, on an experimental basis, to a limited extent at the manu- 
facturing level oidy — the so-called MANVAT. 

EXPENDITURK TAX 

The concept of expenditure taxation may be considered in three 
ditferent contexts, namely, a form of commodity taxation, a form of 
personal expenditure taxation, and as a base for corporate taxation. 
Of these three forms, the most widely used one is that of commodity 
taxation in the form of excise duties, sales tax, turnover tax, value- 
added tax etc. These taxes are expected to be finally paid by the con- 
sumers. But this conventional form of commodity taxation may not 
turn out to be a fullfledgcd expenditure tax because of two things. 
Firstly, in this case all expenditure is not taxed and the tax liability 
is not linked to the amount of expenditure but to the type of expen- 
diture. Moreover, the rates, of taxation for different types of expendi- 
ture here can differ from each other, such as there being different 
rates of excise duty or s-iles tax on different items. It may be addi- 
tionally recalled that commodity taxes may be specific for some items 
but ad valorem in the case of others which farther curtails their collec- 
tive quality of being an expenditure tax. Secondly, it is not essential 
that the incidence of commodity taxes would always be fully on the 
consumers. It may not be so. 

Even if the above considerations were inapplicable and commodity 
taxation could be useo as an acceptable form of expenditure taxation, 
i; would stand discredited on grounds of equity. Though it is m)t an 
inherent feature of commodity taxes to be regressive, they tend to be 
so all the same. The authorities often choose to tax necessities be- 
cause, being highly inelastic in demand, they are likely to yield more 
revenue. 

Personal expenditure tax, however, has been a more favourite^ 
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subject for discussion with the theoreticians and other thinkers. It 
has often been viewed as an alternative to taxation of income. It 
was considered superior to income tax in a number of ways and was 
first mooted by Hobbes about three centuries ago. J.S. Mill con- 
sidered it a perfect and equitable tax, especially because savings are 
exempted under it. It was put forth as an ideal tax by Alfred Mar- 
shall. Personal expenditure is considered as one of the indices of 
ability to pay and therefore a suitable base for determining the tax 
liability. In underdeveloped countries, it claims its worthwhileness 
by providing an encouragement to savings and investment. The 
concept, however, did not become very popular because of 
the administrative difficulties which it posed, till Irving Fisher 
pointed out a ‘simple’ method of estimating personal consumption 
expenditure. In a summary form it is estimated as income earned 
during the year adjusted by the net variation in the ^wealth of the 
tax-payer. In other words, it is equal to income earned minus net 
savings. The net savings may be taken as equivalent to the addition 
to net worth s( ^hat borrowing (which reduce the net worth) would 
indicate an addition to personal consumption expenditure while 
lendings wou'd correspondingly mean a reduction in it. 

It is obvious that the determination of personal consumption ex- 
penditure for the purposes of fixing tax liability is quite complicated 
in spite of the ‘simple’ method suggested by Fisher. We have, for 
example, to determine the ‘income* of the tax payer in much the same 
way as in the case of income tax itself. There arc also certain other 
difficulties which we would note presently. If, therefore, personal 
expenditure tax is to score over income tax, it must be on 
economic grounds and not on administrative reasons. In the United 
States in 1942, the Treasury used Fisher’s method in preparing a 
schedule of expenditure tax, but the administrative difficulties were 
admitted by the author of the scheme, Randolph Paul, himself. Of 
various administrative difficulties, especially in a country like ours, we 
can mention the paucity and inaccuracy of accounts. We have a very 
large number of people who are petty shopkeepers, hawkers, farmers 
etc. These people either do not maintain any accounts, or would 
combine accounts of their business and households. If we leave out 
this vast majority, the tax revenue collection would be quite inade- 
quate, An effort to cover everybody would be administratively non- 
feasible. In our country, therefore, expenditure tax cannot replace 
the rest of the tax system. At the most it may be used to supplement 
u. In addition to these administrative difficulties, there are various 
conceptual problems. A definition of expenditure has to be provided 
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enabling us to distinguish consumption expenditure from gifts, 
charities, donations, transfers etc. A number of personal consumption 
expenditures may be recorded as business expenses in order to avoid 
the tax liability. Siniilarly, there is the intricate problem of durable 
consumer goods. Such goods are purchased in lumpy units (value- 
wise), but may be ‘consumed’ over a number of tax-periods. The 
complication increases when we think of the possibilities of capital 
gains, destruction of some durable goods, or their final junk value. 

An important conceptual problem can arise in demarcating 
between consumption and investment expenditure. Apart from invest- 
ment in physical and financial assets, it may be for augmenting 
‘human capital’ (that is, for enhancing the productivity of the persons 
involved). For example, individuals do spend on their oN\n education 
and training as also on the education and training of their children. 
Is this expenditure to be counted in consumption or investment? 
As noted above, a similar situation arises in classifying many expenses 
between business and personal consumption expenses. If the ex- 
penditure tax is progressive, there would be an inherent tendcnc\ on 
the part of tax-payers to divide the family into smaller units to escape 
its incidence. Further, unless the tax machinery of the go\ eminent 
is efficient enough to trace out all the income receipts, the tax-payers 
may be able to spend a part of their incomes without attracting tax 
liability. 

Traditionally, apart from administrative considerations, taxation 
of income has been advocated on various grounds, though on close 
scrutiny they are found to be defective. The first argument in favour 
of income taxation runs in terms of the concept of ability-to-pay. 
Soon, however, it is realized that the ability-to-pay is not propor- 
tional to income and this realization leads to the advocacy for pro- 
gressive tax rates. But even then, it must be recognized that the 
amount of income and the ability to pay are not necessarily correlat- 
ed. The needs of different individuals and families will vary on the 
basis of family size and other relevant factors. Similarly, the spending 
power of an income earner will be conditioned by the source from 
which income is earned (such as from property or from one’s own 
labour), the regularity or otherwise of the income, the chances of 
earning similar income in future and the like. The second argument 
in favour of income taxation is based on the contention that income 
tax cannot be shifted. This is not necessarily so. In the case Of very 
low incomes, a tax is likely to curtail the relevant supply of labour 
and cause an upward revision in the wage rates; in the case of higher 
incomes, supply of effort may be substituted by leisure. 
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On the other hand, a number of arguments can be put forth to 
make a theoretical case for personal expenditure tax. On moral 
grounds, an activity which drains resources from the common 
national pool (by way of consumption expenditure) should be taxed 
rather than an activity which adds to it (through effort and earnings). 
Moreover, expenditure tax does not distinguish between different 
forms or sources of income. Instead it relies upon an individuals 
decision to spend as an indicator of his capacity to spend. In so far 
as the needio incur extra expenditure on account of family size, etc. 
is concerned, a provision for ^-uch circumstances can always be made 
in the schedule of expenditure in about the same manner as is done 
in income taxation. Again, it is misleading to argue that personal 
expenditure tax is necessarily regressive in nature. Like income tax, 
it can be made sufficiently progressive to meet the criterion of equity. 
Moreover income-tax falls more heavily on those with irregular 
income because during phases of greater earnings they are subjected 
to higher income-tax rates. And the hardship becomes more intensi- 
fied in taxin»» of ^^ipital gains etc. 

Person'll consumption expenditure tax is to be preferred over in- 
come tax in so far as the savings are concerned. Income tax penalizes 
an earning effort. Expenditure tax does not. Income tax is a kind of 
double taxation. It first taxes the whole of income including the 
saved part and th^n revluccs the compensation for postponing 
current consumption by taxing the earnings on savings. Income tax 
is neutral b.itween savings and consumption (unless specific con- 
cessions are provided for savings). This may be immaterial for 
advanced countries where there is no scarcity of capital. But in 
developing countries, the role of savings cannot be ignored. Income 
tax discourages an effective utilisation of savings for capital accumu- 
lation because future income from it will also be taxed. Expenditure 
tax does not t'ax income and therefore thrift and capital accu- 
mulation. Over time, those people who have a higher propen- 
sity to save are able to add to their income as compared with those 
who spend and get taxed for that. Kaldor argues that progressive 
income tax is a greater disincentive to work than an ordinary pro- 
portional income tax. This is because with rising incomes, the tax 
liability increases more than proportionately. Personal consumption 
expenditure tax is also expected to discourage wasteful and cons- 
picuous consumption. Again, personal consumption expenditure tax 
is a great help in controlling inflation without curbing growth. This 
i'' because this tax works on consumption demand and therefore dam- 
pens the prices. Saving and investment activities, however are not 
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discouraged by this tax . They are rather stimulated on account of a 
reduction in tax liability (in the event of savings and a higher profit- 
ability of investment. 

Expenditure tax is more to commend in business where it may be 
given the place of business income taxation. As has been argued 
elsewhere, shifting the base of corporate taxation from income to 
expenditure is expected to encourage economy and efficiency pro- 
vided a suitable set of tax schedules for diftcrent items of ex- 
penditure is prepared. Such a shift may also help the economy in 
using taxation as a more effective tool in its efforts to reduce 
regional income balances, adopt employment-oriented techniques of 
production, and so on. 

On theoretical grounds, a personal expenditure tax can be a strong 
aid to egalitarian efforts of the authorities. Replacement of commo- 
dity taxation by personal expenditure tax would distribute the bur- 
den of taxation more progressively. Together with income tvx, it can 
be used quite effectively as a vehicle of progression with less disin- 
centive-effects than would be the case with income taxation only. 
Supplemented by a shift in corporate taxation from income to expen- 
diture, the total effect may be quite conducive for savings and 
capital accumulation. 

In India, a personal consumption expenditure tax was intro- 
duced in 1957 on the recommendation of Nicholas Kaldor in his 
Indian Tax Reform.** The Second Five Year Plan had made a case for 
this tax. It recognized its theoretical merits, pointed out its adminis- 
trative difficulties and suggested that this tax may be introduced on a 
limited scale on an experimental basis. However, the tax was levied 
with a good deal of exemptions. The yield from this tax was quite 
small (around sixty lakh rupees) and was considered a failure in dis- 
couraging wasteful and conspicuous consumption. In 1962, the tax 
was removed by Mr Morarji Desai. In 1964, however, it was rein- 
troduced by the then Finance Minister, Mr T.T. Krishnamachari. 
It was argued that the Estate Duty and Gift- Tax favoured consump- 
tion which needed to be discouraged. But the tax yield remained 
as small as ever while the burden on the administration and the 
inconver-icnce to the tax-payers was enormous. And it was therefore 
finally abandoned in 1966. Recently in Britain a committee beaded 
bv the Nobel Laureate, Sir James Meade, on the reform of direct 

“Ministiy of Finance, Government of India. Indian Tax Reform- Report of a 
Survey by Nicholas Kaldor. 1956. Previous to that Kaldor had extensively argued 
infavourofsuchataxin his book. An Expenditure Tax, George Alien and 
Unwin, 19SS. 
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taxation has recommended that personal income-tax should be re- 
p’aced by expenditure-lax and the corporate-tax should be replaced 
by a tax on company’s cash flow. This is basically an extension of 
the concept of expenditure tax on corporate sector. It may be added 
that it is not easy to define and estimate true profits of a company, 
more so under inflation because of a lack of correlation between 
original cost of capital investment and its replacement cost. 

CAPITAL GAINS TAX 

Taxation of capital gains poses both conceptual and practical diffi- 
cuilies, and in theory there are conflicting opinions regarding the 
rationale or otherwise of taxing capital gains. Capital gains are a 
category of income, but they are occasional rather than regular and 
come in business income rather than non-business one. A capital 
gain accrues when the value of capital asset goes up, *tt is realized 
when the asset is sold. Therefore, the gain accrues over a period of 
time, but realized at a point of time. Since taxation of income is on 
annual basis, the question of taxing a capital gain creates a problem 
of bunching or timing. Should the capital gain be taxed on the basis 
of accrual or rcalizaUon, and should the tax be collected at the time 
of realization or along with accrual itself? The result in each case 
would be a different one. Let us first assume that the income tax- 
ation is proportional. In that case, the total tax liability remains un- 
altered irrespective of the manner of its assessment or collection. 
But its collection along with accrual basis would be more burden- 
some to the tax-payer who may not have cash to pay it before realiza- 
tion of the capital gain and who would in any case lose interest on the 
lax paid now instead of later. If the tax is a progressive one then its 
bunching or timing p(^scs a still bigger problem, since the tax liability 
would partis depend upon its bunching pattern. 

Mostly a capital gains tax is levied with reference to its reali- 
zation and its rates arc progressive. It is sometimes argued that these 
two factors make it an unjust tax and therefore it should be cither 
abolished or its rates should be lower. Abolition of this tax can be 
counter-argued on grounds of distributive justice. Capital gains are 
unearned increments brought about by market and development 
■ forces. The gains really belong to the society and not to the asset 
owner. Moreover, modern thinking favours the use of taxation for 
narrowing inequalities. Hence abolition of capital gains taxation is 
not viewed with favour on grounds of equity. However, we should 
note two points here. Firstly ^ there are certain assets which do not 
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yield an annual income but which would register a capital appre- 
ciation all the same. Equality of treatment demands that for tax 
purposes the capital gains on such assets should be reduced by the 
loss of income which could be obtained on an equivalent safe 
investment. Similarly, if an asset yields an income below the market 
rate, its capital gain should be reduced accordingly before taxation. 
S'econd/v, the basis of estimating a capital gain should not be the 
appreciation in money value of an asset, but an increase in its pur- 
chasing power. During the periods of rising prices, an asset may 
show a capital gain in money terms (with no real gain to the owner). 
It should attract a capital gains tax only if its price rises more than 
the one registered by a selected price index. 

A complete exemption of capital gains from taxation militates 
against distributive justice and would encourage the manipulation 
of many normal transactions into capital gains. Tlie argument that 
this lax hampers capital mobility and investment is not a valid one 
since various studies show that there is no direct relationship between 
capital gains tax and capital mobility. Therefore, given the fact that 
this tax should be there, the best practical method appears to 
be to tax capital gains at rates lower than those on regular income. 
Also capital losses in one year should be allowed to be adjusted against 
capital gains in the coming years. We should, however, remember 
that a number of conceptual difficulties are bound to remain unsolved 
and have to be treated by some arbitrary rules (suclras in the 
problem of distinction between capital and non-capital transactions). 



9 EFFECTS OF TAXATION 


The effects of taxation, as we know, cover all the changes in the eco- 
nomy resulting from the imposition of a tax system (or a variation in 
it). One may say that without taxation, a market economy would at- 
tain certain production, consumption, investment, employment and 
similar other patterns. The presence of taxation distorts these pat- 
terns — for good or for bad — and such distortions may collectively be 
called the effects of taxation. 

There was a time when under the influence of the laissez-faire 
philosophy, it was advocated that the State should have a neutral tax 
policy. In other words, the State, in order to perform its functions 
needed certain amount of revenue and that should be raised with no 
or minimum distortions in the economic parameters generated by the 
market forces. Such a reasoning may be presented by using the con- 
cept of “general fiscal rationality.”^ It implies that the fiscal action 
of the government should not disturb the resource allocation pattern 
of the economy and should, therefore, be neutral as between different 
sectors or should bring about the minimum possible distortions there- 
in. To put it in different words, it is being assumed that in the market, 
the patterns of resource allocation and the production would conform 
to the social marginal rates of substitution between different goods 
and services. 

Such a philosophy, it would be seen was based upon two funda- 
mental assumptions. The first was that the market on its own creates 
economic parameters which arc optimum or the best possible which 
the economy was capable of. The second assumption was that the 
State could raise tax revenue without undue interference in the work- 
ing of the economy. Both these assumptions are unrealistic. 

It is now well recognized that the market forces by themselves are 
not able to create the most desirable results in the economy. With com- 
plete freedom of market mechanism, trade cycles, inequalities of in- 
come and wealth, imbalanced growth and such like things emerge. 
Actually the belief that the market mechanism will be able to bring 

‘Bernard P. Herber, Modern Public Finance, Richard D. Irwin, Inc., 1967,. 
p. 213. 
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about such an optimum allocation of resources is based upon certain 
implicit conditions whicli are not satisfied. One such condition is that 
the market is perfectly competitive. In gcneial, we know, theie are 
all sorts of imperfections caused by irrational consumer behaviour, 
monopolistic practices of the suppliers, technical rigidities, imperfect 
knowledge of the market, and so on. Another stringent condition 
which must be satisfied for optimum, allocation of resources is the 
absence of externalities of goods. We have seen, while discussing the 
public goods, that this characteristic is not satisfied in their case. 
Similarly, another difficult condition which is again not satisfied is 
that the principle of exclusion should be applicable to all goods. 

Secondly, these days a modern State needs quite a sizeable revenue 
which forms a significant proportion of the total national income. 
The sheer size of this tax revenue shows that it cannot remain neutral 
in terms of its effects upon the economy.* Even if the authorities so 
want, taxation policy cannot be r.eutial. Furthermore, there is a posi- 
tive need to remove the defects created by the market mechanism. 
■Since taxation has all-penetiating effects, it becomes an effective tool 
in adopting various corrective measures. Such corrective measures 
would really be the ones which will deliberately distort market deci- 
sions in consumption, investment and other spheres. Hence far from 
saying that taxation should he neutral, the real point at issue is in 
what way taxation should be used so as to reap the maximum social 
benefits from the working of the economy. The task of the taxation 
policy should be to help the economy achieve that combination of 
different goods which would conform the social marginal rates of sub- 
stitution between them to their technical rates of substitution. The 
same idea may be generalized for the economy as a whole in terms 
of division between public and private goods. This is illustrated in 
Fig. 9.1. 

Let the production possibility curve, showing the possible combina- 
tions of public and private goods which can be produced from the 
use of the economy’s rcsouices be given by AB. Let /i,/ 2 ,f 3 ,.-.be the 
social indifference curves showing different combinations of private 
and public goods which arc equally preferable to the society. Then, 
the optimum allocation between the public and private good! should 
be as shown by point F. Any fiscal action which biings the economy 
neaier it would be contributing towards the allocative efficiency and 
any fiscal action pushing the economy away from point E will hke- 

'Otto Eckstein, Public Finance, Foundations of Modern Economics Series 
Ch. 6. 
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wise be harmful to it. 

We sliould remember that the use of taxation in the type of 
economy we are considering will not be to destroy the maiket 
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mechanism, but to 
guide and regulate its 
working. Therefore, all 
tax measures would 
work through their in- 
fluence on the demand 
and supply forces in 
the market 

Secondly, the tax 
measures cither reduce 
the disposable income 
of the buyers (indivi- 
duals, firms, and so on) 
and thereby affect their 
demand, or they have 
an important bearing 


FIG, 9.1 


upon the economy thro- 


ugh supply effects of taxation. Such reaction, of course, would 
n irtlv depend upon their elasticity of demand for various goods and 
service-,. Similarly, the reaction of the suppliers, which would partly 
depend on their elasticity of supply, would be a major determinant 

in the detailed results. ... , j 

And on account of the shifting of incidence, both demand and 
supply reactions may get mixed up leading to further rounds of effects. 
Pigou calls these distortions in the market behaviour resulting from 
the imposition of taxes as their “announcement effects.” There can 

be various ways of looking at the effects of a tax system. We may, 

forexample, begin with the fact of tax imposition itself which will 
reduce the disposable income of those upon whom the statutory res- 
ponsibility of paying the tax rests. In this ca^e the next stage of 
effects will be the fact of incidence. Between the impact of a tax and 
its final incidence, a number of changes would take piate. Thus, the 
distribution of the final reduction in the disposable income may be 
quite different from the initial one associated with its impact. And 
then conic the effects resulting from the incidence itself. In the same 
manner, we could analyze the effects of taxation on an aggregative or 
non-aggregative level. The choice would depend upon the purpo-e of 
our analysis. In other cases, the discussion of the effects could run in 
terms of comparing , the effects of different taxes on the working of 
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the economy. 

We shall confine our discussion of the effects to more or less aggre- 
gative level — the possible behaviour of a typical economic unit will 
be considered mainly to enable us to find out the aggregative effects 
for the economy as a whole. Furthermore, it must be remembered that 
various effects of tax measures may be counterbalanced by those of 
public expenditure. For example, if public taxation reduces the savings 
on the part of the people, the government sector may save to coun- 
teract that to some extent. Such counter-balancing effects, moreover, 
can be there even in the private sector of the economy. For example, 
the government might be neutralizing its profit tax by giving subsidies 
to a particular industry. We shall, however, abstract from these effects 
of public expenditure and concentrate only upon the effects of taxa- 
tion and that also only in the private sector. Four important categories 
of effects will be chosen by us for discussion, namely, those on pro- 
duction and growth, on distribution, on economic stabilization, and 
on inflationary pressure. 

EFFECTS OF TAXATION ON PRODUCTION AND GROWTH 

In line with Dalton, the effects of taxation on production and growth 
may be analyzed with reference to (/) capacity to work, save and 
invest; and («) the will to work, save and invest. An alternative way 
of analyzing these effects would be to split them up into (a) a 
shift in the allocation of existing productive resources and (6) a 
change in the supply of these productive resources and use them as 
manifestations of the capacity (and will) to work, save andinvest. 
It must be emphasized that different dimensions of these effects arc 
highly interdependent and it is only for analytical simplicity and 
comprehension that the problem is split up into its component parts. 
In the following paragraphs we shall take up some of the detailed 
points of this analysis. Howe\er, it should be noted that it is not 
possible to determine quantitatively the effects of any taxexcept in 
a specific case study, and therefore our treatment of the problem will 
be to state the general direction in which an effect manifests itself. In 
some cases we shall also try to find out as to which tax has more of a 
specific effect and which one has less. 

Allocative Effects of Different Taxes 

Here it would be helpful to lay down the conditions under which the 
•existing allocation of resources may be termed an optimum one. 
This would be followed by an analysis of the way in which a given 
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tax is likely to shift the existing resource allocation which in turn 
should help us in dt awing certain inferences. 

It was a tradition with the economists to assume that a competitive 
market economy working with sufficient factor mobility would result 
in an optimum allocation of its productive resources. Optimum allo- 
cation is defined as the one in which the relevant marginal con- 
ditions are satisfied. It means, for example, that in the field of 
production, the ratio of marginal productivity of a factor to its 
market price is equal to the similar ratio of every other factor. 
Similarly, marginal rate of substitution between any pair of goods is 
equal to the marginal rate of technical substitution between them. 
In the same way, there is no divergence between social and private 
marginal costs and between social and private marginal benefits of the 
employment of any factor. These days, however, it is recognized that 
such an optimum allocation of resources is optimum with reference 
to a given income distribution only. If income distribution in the 
economy is not itself an optimum one (and the decision regarding 
what is optimum distribution of income is a matter of value judge- 
ment) then the ow t. illed optimality of resource allocation would not 
reflect the true needs and preferences of the society. It would be 
reflecting only the best allocation that may be obtained under a given 
income distribution. A market economy would give rise to a specific 
demand pattern for different goods and services in harmony with the 
pattern of its income and v\ealth distribution. The demand pattern, 
through its impact on profitability of various economic activities 
would guide the market to a given production and resource alloca- 
tion set up. If therefore, we have a reason to believe that the existing 
income and wealth distribution in the society is not an ‘optimum 
one (and we know that a market economy generates and widens 
inequalities), wc will not be able to accept the existing resource alloca- 
tion as an optimum one, especially if the market is also riddled with 
various imperfections like those of imperfect factor mobility and 
monopoly elements. 

Marshall recognized the possibility of a sub-optimal allocation of 
resources as between different industries. He approached the problem 
by comparing the effect of a tax on consumer’s surplus with the 
amount of tax collection. If the loss to the consumer’s surplus was 
less than the tax collected by the authorities, then the shift of invest- 
ment out of the taxed industry was considered beneficial to the 
society and therefore a step towards optimum resource allocation. 
On this basis Marshall was able to ci nclude that the output of an 
industry operating under diminishing returns should be taxed, while 
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the output of an industry operating under increasing returns should 
be subsidi7ed. A constant returns industry was to be neither taxed 
nor subsidized. Further it was found that in certain cases, ad valorem 
and specific taxes would have different effects on the production of 
a good. The effect of two taxes would be the same in the case of a 
constant returns industry (which has a perfectly elastic supply curse) 
provided the yield from the two taxes is the same. In this case the 
supply curve inclusive of tax would run parallel to the supply curse 
without tax. In the case of a supply curve rising upwards to the right, 
the vertical distance between the supply curve inclusive of tax and the 
original supply curve would keep on widening as supply increases. 
This means that the addition to the supply price increases as output 
increases. On the other hand, in the case of an increasing returns 
industry, the absolute addition to the supply price falls with increa- 
sing output. For this reason, an ad valorem tax has a more pronoun- 
ced effect on the supply of a good being produced under diminishing 
returns and a less pronounced effect on the supply of a good being 
produced under increasing returns. It can also be shown that under 
oligopoly with a kinked demand curve, if an indirect tax shifts maigi- 
nal cost curve within the limits of vertical range of the marginal reve- 
nue curve, the output of the oligopolist would not be affected. Marsh- 
allian reasoning, as it stands, is quite deficient, b assumes that the tax 
revenue in the hands of the authorities yields an equivalent benefit to 
the society while the loss to the society is cquiva'ent to the tax 
collected. Both these assumptions can be refuted easily. "Further, 
Marshall ignores the effect of taxation on producers’ surplus in this 
theorizing. He also makes tlie mistake of deciding the social priority 
of an industry on the basis of its cost behaviour. To him diminishing 
returns industry should be discouraged and an increasing returns 
industry should produce more. However, the c consideration lead 
us to infer that the authorities may be able to pick up a judicious set 
of indirect taxes on a selective basis for realising a desired shift from 
the existing allocation of productive resources. Such a possibility is 
of great policy relevance in a country like ours where investment in 
high priority industries is to be encouraged. 

Marshallian reasoning, coupled with Dalton’s treatment of Sharing 
of tax incidence between the buyers and sellers leads us to the ^infere- 
nce that, given the elasticity of supply, the effect on demand for a 
good will be directly related to its demand elasticity. Goods with 
higher e'asticity of demand would be affected more and those with 
lower elasticity of demand would be affected less by a given tax rate. 
This implies that the extent to which a given tax on commodity 
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would reduce its output and release resources for other industries 
would depend upon its elasticity of demand. Similarly, a good with 
a higher elasticity of supply would be affected more by a tax on it 
than a good with a lower elasticity of supply. Goods with zero 
elasticity of supply or demand would not be affected at all by a tax 
on them and such a tax would have no effect on resource allocation. 
This analysis, therefore, tells us that we should consider the relevant 
elasticities of demand and supply of a good while using an indirect 
tax to shift its proiluctioii and resource appropriation. But it still 
fails to tell us the way a tax should he distributed between commodi- 
ties having same elasticity of demand but different elasticities of 
supply, or between commodities having same elasticity of supply but 
diUcrcnl elasticities of demand, or commodities having different 
elasticities ot both demand and supply. 

flic di’^cussioii of the allocative clfects of indirect taxation would 
not be complete without bringing in the fact of income ^redistribution 
oy it. Indirect taxation is pro-inflationary and widens income and 
wealth inequalities in the economy. Tiiis in turns hifts demand relatively 
in favour ot luxuries which, ordinarily, a less developed economy can 
not afford. The result is a shift in the allocation of resources toward 
luxuries at the cost of necessities. Unless, therefore, indirect taxation 
of commodities is highly selective with reference to coverage and 
rates and takes into account their respective elasticities of demand 
and suppl>, it can prove a dangerous instrument in the hands of the 
authorities. On these grounds, therefore the case for a selective com- 
modity taxation is very strong in a country like India. 

Let us, however, start with the assumption that the existing resource 
allocation is an optimum one and see the relative allocative effects of 
direct and indirect taxes. Though any tax will have both allocative and 
distributive effects, we would ignore the latter for the sake of simpli- 
city of the argument. Also we would assume that the economy is 
having a state of full employment and there is no variation in the 
total supply of a factor. This implies that greater emplo>mcnt of a 
faett^r in one use can be had only by reducing its employment in 
another use. It should be noted that in a market economy, resource 
allocation would be guided by demand pattern. It would be, there- 
fore, helpful to proceed by analyzing the allocative effects of a tax 
by looking at the way it would influence the demand of a typical 
individual who may be taken to reflect, on the average, the tastes, 
ability to enjoy income and so on of the society as a whole. Further, 
since we cannot take up the comparison of the allocative effects of 
direct and indirect taxes as a whole, we must choose a representa- 
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tive direct tax and compare its allocative effects with those of a repre- 
sentative indirect tax, assuming all the while that the government 
collects an equal amount of tax revenue either way and the expendi- 
ture side of its activity is unaffected by its choice between the two 
taxes. For this purpose it is typical to choose a proportional income- 
tax on the one hand and an indirect tax on a given commodity on 
the other. 

Thus in the above framework we take up a typical consumer who 
is supposed to spend all his income between two goods X and Y. 
Using the usual technique of indifference curves, we note that (see 
fig. 9,2) our consumer has a budget price line yiiQi and is in equili- 
brium at point El enjoying an amount of satisfaction represented by 
the indifference curve /i. If the authorities impose an indirect 
tax on commodity X, its price would rise and the consumer would 
be able to buy a smaller quantity, say OQs. His new equilibrium 
position wou'd then be at £3 and he would slide down to a lower 

Y 



indifference curve la. Now let the authorities impose an equal 
revenue yielding direct tax, so that the post-tax budget price line 
AaQa of the consumer shifts downwards and lies parallel to AiQi. It 
would pass through point Ea because the direct tax must yield fame 
revenue as the indirect tax did. However, it is ‘•een (hat AaQa would 
intersect h at Ea and lie above it between Ea and F. The consumer 
would therefore be able to move on to a higher indifference curve 
h by increasing his purchases of X and by being at Ea. 



Effects of Taxation 163 

This analysis, with the assumptions upon which it is based, is used 
to make two assertions: 

{a) An indirect tax is more burdensome than an equal yield 
proportional income-tax in terras of sacrifice of utility by the tax 
payers; 

(6) Indirect taxes cause a greater distortion in the allocation of 
resources and for that reason are more burdensome than direct taxes. 

The assertion (a) has been analyzed in detail in another chapter. 
Here we are primarily concerned with assertion (b). We note that 
according to our assumptions, Ei represented an optimum production 
pattern. Direct proportional income-tax shifts the demand pattern 
and therefore causes a distortion in the optimum allocation of resour- 
ces. However, this distortion is due to the income effect, since tax- 
ation has caused a reduction in the disposable income of , the tax- 
payers. On the other hand, an indirect tax causes both a reduction 
in disposable income of the tax-pa>ers as also a shift in the relative 
prices of X and other goods. X becomes costlier as compared to the 
untaxed goods. 1 his causes a substitution effect leading to a reduc- 
tion in the demand for X over and above the income effect. There- 
fore as between a direct and an indirect tax, the latter causes a greater 
distortion in the resource allocation. 

The above conclusion according to which indirect taxation is 
inferior to direct taxation in terms of resource allocation is based 
upon the assumption that a shift in resource allocation on account of 
substitution effect of indirect taxation is away from the optimum. 
This however need not be so. If an economy is using too many 
resources for the production of good X, then indirect taxation of X 
should help the economy in moving closer to the optimum resource 
allocation. And we should not forget that the existing income distri- 
bution in the society may itself be causing an allocation which does 
not reflect true needs of the society. The thrust of the argument is 
that in case the existing pattern of lesource allocation is believed to 
be in need of an improvement, then indirect taxation would be a 
better instrument than direct taxation. 

This aspect of possible superiority of indirect taxation over direct 
taxation in resource allocation may be illustrated by extending the 
abovemodel. Let us now bring in the production possibility curve 
PE of a representative producer, so that in conjunction with the in- 
difference curves of the representative consumer and his budget 
price 'ine AiQi, Ei becomes a point of double equilibrium, that is 
at Ei both the marginal rate of substitution between X and Y and 
marginal rate of technical substitution between X and Y are equal 
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to the price ratio between ^and Kas represented by the slope o) 
the line AiQi. In order to eliminate the income effect which is same 
in both direct and indirect taxes, let us assume that the authorities 
Y 



back the collected lax to the private sector by way of grants, sc 
t at the private sector retains the same amount of productive 
resources and the production possibility curve of it? representative 
producer remains unchanged instead of shifting to a position like the 
one shown by the dotted line. It also follows that the point of double 
equilibrium would also stay. The assumption regarding Iransferrini 
back of collected tax revenue is ignoring the fact that the tax-payers 
and the recipients of grants can differ and this can cause a shift in 
the demand pattern and hence indifference curves of the typical con- 
sumer. But let us proceed in spite of this limitation of our argument. 
Now, a direct tax does not cause a substitution effect between X and 
7 because their relative prices are not affected. Therefore, if the 
authoiities cohect a direct tax and transfer back the tax proceed! 
there is neither an income effect nor a substitution effect, and our 
typical consumer remains at Ei. On the other hand, an indirect ta? 
would have no income effect when its revenue is transferred back 
but its substitution effect would remain same because relative price' 
of 7 and T would not return to the original position. Tims an 
indirect taxation would cause a shift in resource allocation. 

However, if due to market imperfections or due to income inequaf 
lities, the existing resource allocation is not considered an optimum 


Effects of Taxation 165 

one, then indirect taxation would be a better instrument in causing a 
shift towards optimum. If resources in commodity Y are too few, X 
should be taxed and if resources in commodity A^are too few, Y 
should be taxed. For example, let us say that the existing resource 
allocation for X and Y is represented by point £2 where the consu- 
mer is at indifference curve h but where marginal rate of substitu- 
tion between X and Y given by the slope of the line A\Q 2 is not 
equal to the marginal rate of technical substitution between X and 
F. Therefore here the need would be to change the relative prices of 
X and Y such that X becomes relatively cheaper and production 
pattern comes closer to the one represented by £ 1 . 

In practice, the allocative effects of indirect taxes would be superior 
to those of direct taxes provided the government chooses the indirect 
taxes judiciously. In an underdeveloped economy, there is a need to 
shift the resources toward various priority industries and indirect 
taxes can be of help there. Even in a modern developed economy, 
there are usually numerous imperfections, monopolies and so on, as 
also a good deal of divergence between social and private costs on 
the one hand and octween social and private benefits on the other. 
However, ^^'e should note that production of certain high priority 
goods may be lower not because resource s invested in them are too 
few, but because due to market imperfections there are unutilized 
capacities as in the case of monopolies and monopolistic competition. 
The appropriate approach in breaking a monopoly is not to push 
more resources into it (as suggested by Prest) through taxation of 
goods produced by competitive industries and subsidizing the goods 
produced by m mopolies. Instead steps should be taken whereby 
monopolies are forced to make use of their unutilized capacities. 

Another reason on account of which a judicious use of indirect 
taxes turns out to be better than direct taxes in their allocative effects 
is the fact that it is rather difficult to have a really proportional in- 
come taxation. The very concept of taxable income is an imprecise 
one, and its definition differs from country to country and even 
within the ^ame country from time to time. We do not have even 
Ihecretical standards by which to measure the income of an indivi- 
dual or a family. Problems relating to the imputed valuation of self- 
consumption, income from durable consumer goods and so on are 
«till unresolved. Similarly, it is not easy to lay down exact stan- 
dards by which to estimate the expenses for earning the income, or 
by which to estimate the depreciation. In a modern economy, due 
to changes in prices and other uncertainties, there are capital gains, 
windfall profits and casual incomes, which pose difficult problems of 



166 Public Finance 


devising a system of proportional income taxation. 

In practice, the above comparison between the allocative effects of 
a proportional income-tax with those of an equal-yield indirect tax is 
an academic exercise only, since a modern government is expected to 
prefer a progressive direct income-tax with an exemption limit to a 
proportional income-tax. 

This leads us to compare allocative effects of different direct taxes 
themselves. To begin with we should note that a direct tax will have 
a resource allocative effect by changing the relaiive attractiveness 
of different sources of income. On this basis, therefore, wc can state 
that a supplier of labour would shift from one employment or in- 
dustry to another if by so doing he can reduce his direct tax liability 
more than the reduction, if any, in his earnings from the supply of 
his labour, Tf he finds that by shifting his employment, his lax 
liability remains unaltered, there would be no rcallocalivc effect on 
existing labour supply in the economy. Similarly, a tax which does 
not change relative profitability of different forms of investment, or 
relative rates of returns from different forms of w'ealth, wouhl not 
cause a reallocation of capital resources. This argument may be 
further elaborated as follows. Assuming that the savings have 
already taken place, the question is about the form in which 
savings are to be kept. Some of these savings would be in the 
nature of just hoarding without any income while others would 
be fetching returns at various rates. Now if in general taxation 
reduces one’s earnings from each type of investment substan- 
tially, then there will be a tendency for savings to go uninvested 
or get invested into those lines from which little or no income may 
be expected. People, for example, might keep their savings in the 
form of gold, stretches of landed property, and so on. This would 
be moie so if the capital value of these assets is expected to 
appreciate. 

Taxation of earnings from investment would tend to reduce the 
supply of savings and investment in general. But a system of differ- 
ential taxation causes a resource reallocation effect also. If for 
example, houses are taxed lightly compared with profits from busi- 
ness, investment in housing will be encouraged. Within various types 
of business investments also, differential tax measures will have an 
important bearing oii the choice of investments. Thus, the industries 
which are allowed a high rate of depreciation allowance will find 
their net profitability higher and therefore will attract investment in 
preference to the others. The authorities can make use of tax con- 
cessions and penal taxes to divert investment from low priority to 
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high priority industries. Differential taxation can also be used to in- 
fluence the location of industries. And the same approach is available 
for promoting certain techniques of production. This fact can be 
used to help those industries which contribute towards a rapid capital 
accumulation in the country or those which foster growth in em- 
ployment. The above reasoning would also point out that a poll tax 
would have no reallocative effects either on existing supply of labour 
or on existing supply of capital. This is because under a poll tax, the 
tax liability of an asscssee is determined in absolute terms without 
reference to either the amount or the source of his income. 

The above considerations enable us to have a closer look at the 
allocative effects of various dir6ct taxes. This we may do by olTering 
some comments on the allocation of labour and then that of capital. 
An allocati\c elfcct on labour is exercised through a variation in the 
relative attractiveness of wage incomes from dilferent employments 
relative to the disagrecablene^s of those jobs. In general, less agree- 
able employments carry higher wage rates. A proportional income- 
tax would is.duv.e the absolute difference between the two wage rates, 
but the percentage diflcreiice w'ould remain the same. A progressive 
income-tax would reduce the difference in both absolute and percen- 
tage terms. Let us lake an example. Suppose the wage rates in two 
employments 1 and II are respectively Rs X and Rs 1.5A^ per month. 
Thus wage rale in employment II is 50% more than in employment 
1. Let a proportional income-tax at the rate of 20% of income be 
levied now. This would reduce the post-tax wage incomes to 
Rs 0.8A" in cniploymcnt I and Rs 1.202f in employment II. The 
absolute wage difference is now reduced to Rs 0.4 A" as compared 
with Rs 0.5A" earlier but the wage rate in employment If is still 50% 
more than in employment I. On the other hand, let the income-tax 
be progressive, say 20% at an income of Rs X and 30% at an in- 
come of Rs 1.5 A". Then the post-tax wage rates would be Rs 0.8 A' 
in employment I and Rs 1.05 AT in employment II. This reduces the 
absolute difference between the two wages to Rs 0.25A" and makes 
the wage rate in employment II only 31.25% higher. Prest argues 
that a proportional income-tax would reduce the compensation for 
less agreeable employment and would cause a shift of labour out of 
it. By the same token, a. progressive income-tax will have a greater 
reallocative effect on labour.'*^ However, it should be noted that an 
appropriate wage compensation for a less agreeable employment 

’A.R. Prest, Public Finance in Theory and Practice^ 5th edn., English Language 
Book Society and Weidenfeld and Nicolson, 1974, Ch. 3. 
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ought to be not an absolute amount but a proportion of wage in 
the more agreeable employment. On this basis both poll tax and a 
proportional income-tax should have no reallocati\e effects on labour, 
but a progressive income-tax should cause a shift in labour from less 
agreeable into more agreeable employments. 

Let us now consider the allocative effects of different taxes on 
capital. But before considering these effects, let us note that invest- 
ments arc not to be classified between less agreeable and more agree- 
able ones, but between more risky and less risky ones. A more risky 
investment is the one the return from which is subject to a greater 
variation. In line with Harry Markowitz, J.R. Hicks and G.L.S. 
Shackle etc., we may look at the mean expected return (Ey) and the 
standard deviation of the expected return (av) to put the concept of 
riskiness in more precise terms. A more risky venture is that which, 
with given Ey, has a higher ay. A more risky venture, should, there- 
fore carry a higher Ey to compensate for that extra risk. If there- 
fore an income-tax reduces the compensation for a risky venture, 
it would cause two effects. In terms of substitution effect, more risky 
ventures would become less acceptable to the investors, and capital 
resources would be reallocated in favour of less risky ventures. This 
substitution effect would he stronger if income-tax is progressive 
instead of proportional. There would also be a reduction in income 
from investment (and a greater reduction in income from more 
risky vcnture.s). Whether investors, on account of lower income, 
would start preferring safer ventures more than previously, or 
whether they would go in for still more risky ventures to compen- 
sate for that loss of income due to taxation cannot be said with 
certainty. It would depend upon the capacity and will of the in- 
vestors to bear risks. We may however add that a poll tax does not 
discriminate between cither the amount of income or its source and 
is therefore neutral between different investments. 

The above discussion can be further elaborated in the light of the 
provision or absence of a loss offset. Absence of loss offset means 
that a positive income is subject to taxation but the tax authorities 
do not share the losses of investors, nor do they allow them to adjust 
the loss in one year against the income of another. In such a ctisc, a 
risky venture automatically gets discriminated against if income-tax 
is progressive, since its after-tax average return Ey falls mors than 
proportionately as compared with the fall in Ey of a les$ risky 
venture. A proportional income-tax on the other hand does not dis- 
criminate against a risky venture unless its income falls to a negative 
figure for some intervals. 
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Tf income-tax allows offsetting of a loss in one year against income 
in another year, then the average tax liability per annum is not 
.affected by fluctuations in the yield. Instead it is determined on the 
basis of average )icld Ey from a venture. Therefore, a proportional 
income-tax docs not discriminate against a risky venture if complete 
loss-offset is allowed. The result with regard to a progressive in- 
come-tax is however not that clear. It would largel> depend upon 
the degree of progression in the tax rates and the timing of losses 
and gains and the way the loss-offsets arc allowed. Ordinarily, pro- 
gressive tax rates would tend to shift the Ey of risky ventures down- 
wards and cause a reallocation of capital in favour of less risky 
ventures. Thus we find that as compared with a poll tax, income 
taxation often discriminates against r* sky ventures unless it is pro- 
portional and allows a complete loss-offset. 

The allocative effect of a tax on capital would depend upon its form 
and coverage. A once-over capital levy will leave the relati>I^e attractive- 
ness of different capital assets unchanged, but an annual levy would 
not. Different c<**^ital assets do not yield income at the same rate and 
some assets have no yield at all. An annual tax on capital brings 
about a shift in the relative attractiveness of different capital assets. 
This is further compounded by the fact that many capital assets pose 
problems of valuation. In any case depending upon the nature of the 
effective shift in the relative attractiveness of capital assets, the in- 
vestment allocation would be affected. Capital resources would tend 
to move out of less attractive into more attractive forms of invest- 
ment. In practice the relative attractiveness of capital assets is also 
affected by the efficiency of tax administration and other legal pro- 
visions. If, for example, capital invested in houses or agricultural 
lands is not taxed, or is taxed at lower rates, or can be evaded due 
to ineffectiveness of tax machincrv, the shift of capital assets into 
these forms would take place. 

Another form of capital taxation is that of gifts. It means that 
when a capital owner transfers its ownership during his lifetime with- 
out a payment, the transfer is subjected to a lax which may be 
imposed on the giver of the gift, or its recipient, and the tax amount 
may be determined with reference to the value of the gift or the 
. pacing capacity of the giver (or the recipient) or both. It is obvious 
that this form of capital taxation would have no allocative effect on 
•capital. Similarly, taxation of capital may be in the form of a death 
duty or an estate duty where (the property left by a deceased is taxed 
before it is transferred to the inheritors) or an inheritance tax (where 
ilhe property is first transferred to the inheritors and then taxed). 
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Clearly, these taxes may affect the desire of a person to save but. 
not the form in which savings are kept unless these taxes discri- 
minate between different forms of cipital being inherited. 

Expenditure lax is generally discussed in the context of its effects 
on supply of savings and capital formation, but it lias certainly its 
resource allocative effect also which may be looked into. Expenditure 
tax is considered to be neutral as between different forms and 
amounts of income and therefore neutral as between different 
employments of labour and capital. However, let us consider expen- 
diture tax on both personal consumption and business expenditure 
turn by turn and see if the conclusion regarding allocative neutrality 
of expenditure still holds. Firstly, we note that in order to >icld 
same revenue as that of an income-tax, the rate of an expenditure tax 
would have to be higher because this tax necessarily exempts savings. 
Let us first take a proportional expenditure tax on personal consump- 
tion, which would imply a higher tax liability on those who con- 
sume luxuries because they are generallv priced higher, dhis should 
exert a relatively greater depressing effect on demand for luxuries 
and therefore should tend to shift the resources from the production 
of luxuries to that of necessities. A progres^ve consumption ex- 
penditure lax would strengthen this tendency still fuilhcr, k'Cc use 
ordinarily expenditure on luxuries takes place only after consumpiion 
requirements of necessities has been met. 

The position with regard to a tax on business expenditure is as 
follows. If the tax is confined to investment expendifure only, 
then expenditure tax would tend to favour risky ventures 
because a risky venture' carries a higher average rale of return 
as compared with a safe one. This form of expenditure tax would 
also favour labour-intensive techniques and help reduce un- 
employment. If the base of the expenditure tax is taken as the 
entire business expenditure, then ventures (especially trading ones) 
with greater turnover would attract greater tax liability and would 
be discriminated against. Business ventures with smaller turnover 
and higher rale of return like house-building would get a fillip while 
activities like wholesale trade would suffer. The effect on financial 
institutions would be the worst. In practice, however, we should 
expect a good deal of exemptions and progressive rates even iti busi- 
ness taxation. The above conclusions would stand modified in the 
light of the coverage and rates of taxation etc. ‘ 

It should be noted that in the foregoing analysis we have ignored 
the fact that a direct tax can also have an indirect effect on resource 
allocation. Through a shift in income distribution or even otherwise. 
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a direct tax can lead to a shift in demand pattern and cause a reallo* 
cation of productive resources. 

Effects of Taxation on Supply of Resources 

The analysis of the effect of a lax on the supply of a factor of 
production should cover its total supply as also its utilisation. The 
response of different productive resources in this context would \ary 
from factor to factor. Moreover, a number of non-tax forces arc 
known to have a strong determining influence here. For example, the 
response of land to a lax in terms of its supply is likely to be near 
zcio while iU response in terms of utilisation can be quite significant. 
Simi'arly, in the case of labour, a number of long term forces come 
in to determine the total labour supply and its productive efficiency. 
It would be therefore more meaningful to discuss the effect of tax- 
iition on the supply of labour in the reUricted sense of its utilisation. 
In the case of capital, annual accretions through supply of savings 
and investment appear to be as important as the shifts in its utili- 
sation. But here also a number of non-cconomic forces exhibit their 
strength. For example, given the institutions of private property and 
inheritance, most people would like to save for old age and emer- 
gencies as also for their children. SimilarK, in some societies build- 
ing up property might bring a social prestige in which case people 
will save in spite of taxes. 

A few general comments w'ould be in order as regards the effect 
of taxation on the supply of savings. We should think of not only 
the will to save, but also the capacity to save and investment in this 
context. With the degree of inequalities of income and wealth which 
we usually come across in the market economies, the saving potential 
is usually concentrated with the upper income groups. This tendency is 
especially very strong in underdeveloped countries. This implies that 
in order to create and maintain a capacity to save, we should leave 
out the richer sections. In other words, here the policy precondition 
is that of regressive taxation. Such a policy, however, not only goes 
against the distributive objective of a modern welfare State, it also 
creates a lot of social and political unrest. Regressive taxation cannot 
be used in exclusion of other taxes. To some extent its use may be 
necessary, especially in underdeveloped countries where the total 
saving potential is limited as compared with the needs for economic 
growth and capital accumulation. But it certainly cannot be relied 
upon as an exclusive source of State revenue. Moreover, any exces- 
sive use of regressive taxation will reduce the capacity to work also. 
In an underdeveloped country, where total voluntary saving potential 



^72 Public Finance 


is very small, the State might decide to step in and save on behalf of 
the community. In that case it will have to tax the poorer sections 
also. In other words, in an underdeveloped country, there can be a 
conflict between immediate consumption and ’future consumption 
(through capital accumulation and growth). The State has to resolve 
this conflict as best as it can. To the extent, however, that some 
foreign aid becomes available, or certain untapped resources can be 
exploited, it will be possible to resolve this conflict more easily. 

This brings us to the qucbtion of capacity to invest which is clearly 
connected with the capacity to save though the two are not identical. 
As an individual economic unit, a person or a firm may be able to 
save but not able to invest for various reasons. Similarly, it may not 
be able to save but still may be able to invest. For example, an 
•economic unit may be able to save, say, through tax evasion and 
may not be able to invest the savings openly. Similarly, it may 
be able to save in a normal way, but opportunities to invest 
may be blocked through taxation and other measures. While re- 
ferring to the capacity to invest, therefore, we assume for the sake 
of simplicity that the economic unit will not be debarred from in- 
vestment on account of any non-economic causes, such as non- 
availability of permits and licenses, and so on. Such like measures, 
in conjunction with taxes, may be designed to push investment from 
one line into the other, but not more than that. 

For an individual economic unit, as noted above, saving may not 
be essential for investment. It might even borrow from banks and 
other financial institutions to fi lance its investment operations. But 
for the economy as a whole sifcli a procedure is not possible. There 
the financial institutions will be basically channelling the savings of 
the community into the hands of investors and thereby enabling them 
to invest. If through credit creation etc., an extra investment is 
attempted, then it will force extra savings upon the community 
through increasing prices and reduction in consumption. Such is the 
technique which lies behind financing of various projects through 
deficit financing by the government. However, a policy of forced 
saving may be desirable up to a certain limit but not beyond that bc- 
*cause it will create inflationary pressures in the economy with its 
attendant defects and evils. 

Given the fact that there will be financial institutions and mecha- 
nism for collecting the community’s savings and bringing them to 
investors, the level and pattern of investment will be greatly influ- 
enced by the taxation in the country. This is because the investors 
.are basically interested in making profits and the profitability of 
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investment can be affected through various tax measures. 

Firstly, wc note the possibility of taxing savings themselves. If that 
happens then the investors will naturally be able to come across 
smaller volume of savings and the overall level of investment in the 
country will decline (unless this is counterbalanced by other forces, 
such as an increase in the community’s capacity lo save, or the 
savings on the part of the government). 

Secondly, the authorities might tax the earnings from investment 
to such an extent that it might become a problem for the firms to 
raibc adequate resources in the market. The capital market might 
‘dry up.’ 

Thirdly, if the retained profits of the firms arc taxed, they will not 
be able lo depend much upon their internal resources for expansion. 
Instead thc\ will borrow and invest if at all they do so. 

This will again tend to dissipate a part of profits by way of interc'^t 
payments which might be consumed away — at lea^t in part. Also tliis 
will necessitate additional savings on tlic part of economic units other 
than the in ms, if the total flow of capital formation is to be maintain- 
ed. All told, the total capacity to invest is likely to decrease as re- 
tained profits arc taxed. In the same manner, if the firms and 
corporations are subjected to a high level of taxation, two effects are 
likely to take place. Firstly, the pre-tax rate of profit will have to be 
higher for any investment to be worthwhile. This implies an all round 
downward pressure on investment. Secondly these institutions come 
to a belief that they can increase their expenses without proportion- 
ately reducing their profits. For example, if the marginal rate of tax 
is 60% on the profits of a firm, it will find that an additional expen- 
diture of Rs 100 (and so a reduction of pre-tax profit by Rs 100) 
reduces its tax liability by Rs 60 and so its after-tax profit is reduced 
by only Rs 40. Because of this, therefore, under heavy taxation the 
firms tend to spend lavishly on office buildings, air-conditioning, 
furniture, cars, phones, allowances to the officers, and so on. 

Other taxation factors also affect the capacity to invest. For exam- 
ple, if the firms are allowed to carry on losses from one year to the 
other, then over a number of years the average tax liability may be 
reduced and the firms may acquire greater resources for investment. 
If on the other hand, losses cannot be carried over, then though dur- 
ing the year of loss, a tax is not paid, in the year of profit full tax 
payment falls due. Similarly, in the case of VAT, a firm pays a tax 
on the value added without reference lo the profits earned. This again 
further reduces its capacity to invest during the years of no profit. 
Likewise, if the firms are subjected to wealth and property taxes also. 
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their total assets will decrease and their expansion capacity and 
borrowing ability will suffer. 

For an underdeveloped country, all these considerations have a 
special bearing. The need in such a country is that of not only rapid 
capital accumulation and economic growth, but also economic 
growth of proper type of industries together with regional balances. 
Accordingly, such a country should be adopting such taxation 
measures which do not cut at the sources of capital accumulation 
as such and which permit the use of funds for expansion and 
creation of new assets. Furthermore, taxation must discriminate 
between different types of industries— taxing those in low priority and 
exempting or taxing lightly those belonging to the high priority list. 
In order to encourage high priority industries, they may be granted 
tax holidays and increased depreciation allowances. These devices 
basically amount to permitting them to retain more funds for 
investment out of their eat nings and increase the profitability of the 
investment. The same policy can be extended with respect to indust- 
ries in relatively underdeveloped areas. 

The above discussion may now be supplemented by some more 
comments regarding the effects of indirect taxation, income taxation 
expenditure taxation and capital taxation on the supply of savings. 
Savings result from the postponement of current consumption of in- 
come. The saver compares the expected satisfaction of future con- 
sumption with that of current consumption. Ordinarily, the expected 
future satisfaction from a given consumption is believed to be 
smaller: and therefore savings lake place when there is a lure of 
interest income on savings. If, for some reasons, certain individuals 
view their future needs as strong or stronger than those of today, 
then such individuals may save at zero or even at a negative interest. 
Given these possibilities, an indirect tax on commodities would re- 
duce the purchasing power of current income. This throws up 
numerous alternatives, depending upon the expected level of indirect 
taxation in future, current coverage of direct taxation and income 
effect on demand for goods. The exact response of savings would 
depend upon the combined effects of all these forces. Thus, in the 
case of selective commodity taxation, if commodities with inelastic 
demand arc taxed, the expected effect should be an increase in con- 
sumption expenditure of tax payers and a reduction in their savings. 
On the other hand, if selective taxation is on goods of high demand 
elasticity, it would reduce consumption expenditure and should 
therefore increase savings. 

An indirect taxation has the effect of widening income inequalities 
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ithrough inflationary rise in prices and this fact should encourage 
savings in the hands of the richer sections. This possibility has given 
rise to a strong controversy regarding a choice between objectives of 
growth and equity. An equitable distribution, it is claimed, would 
place larger proportion of national income in the hands of poorer 
sections whose marginal propensity to consume is higher, and would 
therefore reduce the supply of savings. Likewise, it is argued, in- 
equalities promote savings by placing a larger portion of income in 
the hands of people with lower marginal propensity to consume. 
Wc must however note that this conflict arises if the economy de- 
pends upon private savings only. A case can be made for an 
equitable distribution of income accompanied by requisite savings 
thri ugh public budgets. 

Coming to direct taxes, let us first take up the case of a poll-tax. 
The discussion here may be divided into possible T:esponses of 
different income groups. Very poor people are likely to reduce their 
savings, if any, when they are faced by a lump sum poll-tax. The 
response of thv' middle income pcop’e would partly depend upon 
the amount <T the levy. A rclatuely higher levy is likely to result in 
a subdantial reduction m their savings. 1 he richer sections are not 
likely to reduce their consumption irrespective of the amount of levy 
(which cannot be ver> high for them because it would be fixed with 
reference to the average paying capacity of the community). 

The discussion of a poll-tax, however, is mainly an intellectual 
exercise. Greater contenders in this field arc other forms of taxes, 
especially income-tax and expenditure tax. The general argument 
here is that an expenditure tax is pro-sa\ing. An income-tax discour- 
ages both earning of income and saving out of it. A higher income 
attracts greater tax liability, and a progressive income-tax more so. 
The result is that the marginal minty of income (after payment of an 
income-tax) falls faster with an income-tax and approaches marginal 
disutility of work at a lower income level. 1 his fact in itself tends 
to reduce savings because savings come out of income. The very 
saving capacity of a poor country smaller, rurdier, an income-tax 
discourages savings because if an income is used for current con- 
sumption, it does not attract furt’icr taxation. But, if it is saved, 
income from the saving wouhl al> > be taxed. This reduces the rate 
of return on saving. Tiic n^t effect on supply of savings would de- 
pend upon the income elasticity of savings on the one hand and the 
rate of taxation on the other. It means that the supdv of savings 
w^uld depend upon the ^esponsiv■•ne^s of savings to changes 
in net income wdiich can be earn 'd from them taxation rc.'uces 
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the net income from savings. Therefore for a given income- 
elasticity of savings, a higher tax rate, and for a given tax rate, a 
higher elasticity would mean a greater reduction in sa\ ings. An 
expenditure tax, on the other hand, taxes an income only when it is 
consumed. It does not penalize the earning of an income or a saving 
from it. One may talk about the uncertainty of the tax liabilit} when 
tlic savings and income therefrom arc consumed in future, but even 
then the superiority of expenditure lax o\cr income-tax from the 
point of view ol suppl> of savings standN. 

If the concept of expenditure tax is extemlcd to company taxa'uon 
also, tlic expected stimulus to savings should be all the more. This 
idea has a special appeal for our country where we need an accele- 
rated rate of business savings and capital formation. The fact t .at 
currently companies are taxed on the ba>is of their income taut- 
amounls to taxing their efficicnc>. Income taxation penalizes a jinn 
if it is economical and profit earning; but an inefficient linn making 
a los^ is spared. In India, all expenses incurred for busine^s purposes 
are deducted in the calculation of taxable income of a company. 
This encourages the companies to indulge in highly waslcfu. and 
unnecessary expenses. Another argument in lav our of adopting expen- 
diture tax in preference to income-tax is that expenditure taxation 
discourages capital intensive techniques. In c ur country, theic is a 
large scale unemployment both in the urban and rural areas, wliiic 
there is a shortage of capital. Expenditure taxation would liclp us in 
solving cur unemployment problem. furthermore, by adopting a struc- 
ture of selective expenditure taxation in which high priority iincst- 
nients are exempted Ironi taxation and low pricrity txpcii.^es aic :axed 
more heavily, we can encourage investment into high priority indus- 
tries which in turn may be expected to add to the pace of economic 
growth and productivity. 

However, the above mentioned advantages of expenditure taxation 
cannot be fully reaped in our country. There are several conceptual 
and administrative difficulties in the way of its adoption, wliich 
make it not only impracticable but even harmful. Let us consider 
these difficulties in personal consumption expenditure taxation and 
business expenditure taxation respectively. If expenditure lax is 
determined with respect to total consumption rather than the t>pc of 
expenditure, it becomes highly regressive. Therefore, expenditure 
lax on personal consumption, in our country, will have to provide 
an exemption limit on grounds of equity on the one hand and 
abject poverty of the masses on the other. Moreover, the rales of 
expenditure taxation would have to be progressive on grounds of 
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equity. Consumption of certain selected items would have to be 
left out of the coverage of this tax. But a personal consumption 
expenditure taxation with an exemption limit, selected coverage and 
progressive rates would make it administratively very difficult to 
implement. It would necessitate a high I}' elaborate and efficient 
accounting. In our country with large scale illiteracy, incomplete 
accounts and a good deal of barter tran ^actions it is neariy 
impossible to ‘^et up ;m clfcclive expenditure tax machinery. We are 
as yet not able Lo enforce even our income taxation which results 
in laige sca^e tax e\a3ion. The probltuns of tax evasion \sould be 
far more serious under expenditure taxation. Further, for an equal 
amc unt of tax revenue, the rates of expenditure taxation would have 
to be much higher. Coupled with the extent of possible tax evasion, 
it is likely lo be very oppressive for those who arc caught in the tax. 
net. All told, under the existing conditions, a system of both indirect 
taxation and other forms of direct taxation appear to be belter on 
grounds of our administrative capabilities, cost of collection and 
possible har'iso 'rit to the consumers. Similar administrative and 
conceptual problems prevent us from realizing the advantages of an 
expcndiline lax on companies. Thus, for example, it would be very 
dilficult to decide upon the kind of company expenses which should 
be taxed. Inclusion of expenses on labour would militate against 
labour intensive techniques, pa} ing them higher wages and other 
labour welfare measures b} the employers. On the other hand, their 
exemption would tempt the companies (as at present) to incur un- 
necessary expense'* for their highly paid executives. The problem of 
efficient accou*.ts is not a major one for big companies, but it i 
nearly insurmountab'e in the case of small and cottage industries, 
shopkeepers and so on. 

We ina} conc>uue thii portion by adding a word about taxing 
of c.'pita* and its cITcci on the supply of savings. As seen above, 
capital taxation can be of various types. Ordinarily, such a tax 
wcu vl be ex[:cclcd to discourage the supply of savings, but this need 
not ncce-i'^ariiy be so. Tn a rich economv, a certain proportion of 
national income gets saved because both companies and individuals 
wou’d like to provide for the future and their marginal propensity 
to consume wouKl be lower than in a poor country. Further, possible 
rcspon‘^c of private savings to this taxation would depend upon its 
type, coverage, rates, the problems of evaluation of capital assets, the 
age groups wliich are affected and their attitudes towards provision 
f^r old age and future generations. To a certain extent, the supply 
of savings would also be affected by the allocative effects on existing 
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capital. There is no general conclusion here. The possible effect 
of each tax measure would have to be studied by bringing in all the 
relevant details of information. At the most we can make such 
statements as the one which says that if a capital tax leaves out non- 
income earning assets and covers income-yielding ones, it would 
tend to reduce future supply of savings by pushing the current 
savings into unproductive assets and retard the growth of national 
income and that it would be a powerful disincentive to sa\e because 
people would like their savings to earn an income. 

Let Us now take up the quS'.tion of effect of taxation on supply of 
labour. Here, as noted earlier, we would not go into analysis of the 
factors which determine the long-term supply of labour, instead, 
w'e would confine ourselves to the discussion of the supply of 
effoit— that is the choice between work and Icinuic by a given 
labour force. For this purpose, we shall first consider a typical 
worker who has the option of choosing the length of his working 
day. Let us also assume that the wages arc on time-rate «>o 

that longer working hours mean more wage income but less leisure. 

The choice before our typical woikcr may be prc»cntcd graphi- 
cally (See Figs. 9,4 and 9.5). Hours of leisure pci day (which can 
be at the most 24) arc measured along hoiizontal axis and ihecorres- 
ponding earnings in rupees along vertical axis. The wage rate is 


per hour. Our woikcr can choose any 


OWi OW\ 

Rs = Rs per hour. Our woikcr can choose any 

OLi 24 ^ 

combination of income and leisure along the earnings-opportunity 

line WiL\. Given the system of indifference curve', with leisure and 

income, our worker would be at equilibrium at point E\ (with leisure 

=OMi hours, work=MiLi hours and daily wage income of 

Rs EiMi), when there is no tax imposed on the income of the 

worker. At Ei his marginal rate of substitution between leisure and 

•earnings is equal to the wage rate. 

A poll-tax imposes a tax liability without reference to the level or 
source of income. The slope of the earnings-opportunity line remains 
unchanged, that is, the price (in terms of leisure) of earnings does 
not change. There is no sub.titiition effect of the poll tax on the 
supply of labour. But it will have an income effect The worker has 
to meet this tax liability irrespective of his earnings. Tlicrcforc in 
order to make up this reduction in his income, the worker decides 
to put in more working hours In our diagrammes (bigs. 9.4 and 9.5) 
a poll tax of Rs IV 1 W 2 per day would push the ea^nmg^-opportllnlly 
line from WiLi to W 2 L 2 . This would cause a reduction in income of 
our worker who would have to reduce Jus leisure from OMi to OA/3 
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and increase his working hours from MiLi to MzLi. Out of his 
earnings FaMz he pays F 3 E 3 by way of a poll tax. Obviously, the new 


r 



FIG. 9.4 

equilibrium point E\i would lie to the left of £*1 showing that on 
account of income effect, the labour supply had to be increased. 

Y 



1 80 Public Finance 


A proportional income-tax implies a proportionate reduction in 
the earnings per hour of labour supply. In other words, this makes 
the leisure relatively cheaper while it costs more labour to get the 
same amount of income. A proportional incomc'-lax at the rate of 
IViiy^/OWi impIiC'! that the earnings-opporlunitv line is now 
WiiLu A proportional incuine-tax caiues both subaituiion and in- 
come effects. The substitution effect, on account of relative!} cheaper 
leisure and costlier (in terms of labour) income woiikl tend to in- 
crease leisure and reduce labour supply. Thi> is to say, it would pash 
the new equilibrium point E2 to the right of the line LWi. The in- 
come effect wou'd work towards an increase in labour suppiv and 
push the new equilibrium point E2 to the left of the line /kA/i. The 
net result would depend upon the relative strength of the two effects. 
£'2, therefore, can lie on cither side of Ei. 

If we assume that the government collects same amount of revenue 
from either of the two taxes (poll lax and proportional income-tax), 
then the equality between poll tax and the proportiona' in- 

come-tax F2E2 would ensure that the post-tax earnings-opportunity 
lines pass through £2 and the carnings-oppoitunity line 
would intersect indifference curve B at £2 and thcrerore the equili- 
brium point £3 would lie at a higher indifference curve C and t*' the 
left of point £2. Thus under poll tix the supply of labour is more 
than what it would be either under a proportional income-tax or 
under no tax. 

In progressive income-tax, both average and marginal lalcs of tax 
increase with increasing income and the marginal rate rises faster 
than the average one. This means that at a given wage rate, as a 
worker works longer hours and earns more, the after-tax wage rate 
falls. This raises the marginal labour cost of earning an income. 
Therefore, the subslitulion effect becomes far stronger thiin iL in 
the case of proportional income-tax and this causes a greater reduction 
in the supply of labour. The strength of the substitution effect, 
amongst other things, depends upon the progression of income-tax 
and the wage rale. A greater progression and a higher wage rate 
would cause a greater reduction in labour suppl}. The income effect 
of a progressive tax would also vary with the level of income and 
progression in income-tax; but its relative strength compared v\ith 
substitution effect cannot be a^‘-e ;sed on a priori grounds. 

Another variety of progressive taxation can be the one where 
there is an initial tax exemption foflowed by a proportional income- 
tax on the balance. In this case, the marginal rate of income-tax 
remains unchanged beyond exemption limit though the average rate 
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keeps on rising. Therefore in this case the substitution effect is the 
same as that in proportional income-tax and the income effect is also 
quite close to it. If, on the other hand, rates are progressive beyond 
•exemption limit, the substitution effect becomes stronger, but the 
strength of income effect cannot be determined on a priori basis. 

The preceding analysis is based upon certain unrealistic assump- 
tions. Wc have assumed that a worker has the option of choosing 
his own working hours. This is generally nc't so. Also the fact that 
an income-tax may not be fully implemented would alter the above 
conclusions. In jnany cases there arc possibilities of earning an in- 
come on which tax can be evaded. To the extent this happens, an 
income-tax would lose both the substitution and income effects. 
Therefore, the net effect on supply of labour would vary from indivi- 
dual to individual. Further, even if we agree that there is no tax 
evasion at all and the tax administration is able to cover all kinds 
•of earnings including overtime etc. the income-enjoying capacity of 
different individuals and their attitudes towards leisure and earnings 
would diff'. In technical terms, wc may say that the ela.sticity of 
demand for income in terms of effort is not the same and the change 
in the supply of effort would depend upon whether this elasticity is 
equal to, greater than, or smaller than unity. 

Let us now look at the effect of indirect taxation on the supply of 
labour. Indirect taxation, like direct taxation, reduces the real income 
of the labour. It is therefore claimed that both taxes would have 
the same income effect on supply of labour provided both taxes 
impose the same tax liability on each tax payer. However, this is an 
almost impossible task especially because it is difficult to tax services 
and we cannot precisely correlate the level of individual earnings 
with the pattern of individual consumption. Again, just as in pro- 
portional income-tax, the labour cost of earning a given real income 
goes up under indirect taxation also. It implies therefore that in 
terms of substitution effect, indirect taxation should cause as much 
reduction in the supply of labour as an equivalent-^ ield proportional 
income-tax. But here also this conclusion assumes that each indi- 
vidual attracts same tax liability in either tax system. It would be 
better, therefore, if we concentrate upon the possible effects of in- 
direct taxation itself on the supply of effort without trying to com- 
pare them with those of direct taxation. For this purpose wc should 
recognize the fact that certain goods are complementary to leisure so 
that a greater demand for leisure generates a greater demand for 
these goods also and vice versa. An example would be entertainment 
■services. On the other hand, there are other goods and services which 
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use substitutes of leisure. Generally, indirect taxation would have 8 
selective coverage of goods and services and at differential rates. 
Taxation of goods which are complementary to leisure would reduce 
their demand as also the demand for leisure and would encourage 
labour supply. Similarly, taxation of goods which arc substitutes of 
leisure would reduce their demand and lead to an increase in demand 
for leisure and reduce the supply of labour. 

The analytical method of classifying goods into substitutes of and 
complementary to leisure, unfortunately, has its own limitations at 
the level of practical policy formulation. It is not easy to ha\e an 
unambiguous classification of this nature. Moreover, the autho- 
rities usually decide upon the taxation of commodities and the rates 
of taxation not with reference to their relationship with leisure and 
labour supply, but with reference to their elasticity of demand, their 
revenue potential and the income-level of people who consume 
these items. Similarly, while considering the levying of indirect taxes 
and their rates, the authorities might distinguish between consump- 
tion goods on the one hand and raw materials, intermediate goods 
and capital goods on the other. It should also be emphasized that 
in the case of indirect taxes, in the above analysis, we have implicitly 
assumed that the price rise in a taxed good is equal to the tax 
amount. However, the interdependence of various goods in terms of 
complementarity and substitutibility as also the monopolistic practices 
of the producers and sellers often cause a change in commodity 
prices which is far removed from the tax levied. Very often, the 
price rise is not limited to the initial impact of an indirect tax. The 
price rise may be in several rounds and far in excess of the tax 
imposed. We have seen above that such a price rise redistributes 
national income against wage income. This should cause an income 
effect stronger than the substitution effect and cause a net increase in 
labour supply. 

TAXATION AND DISTRIBUTION 

This brings us to the effect of taxation on distribution of income and 
wealth. It must be remembered that market mechanism by itself gene- 
rates a good deal of income in equalities and they get further strength- 
ened through the institutions of private property and inheritance. One 
important objective of the fiscal policy of a modern government there- 
fore happens to reduce the income and wealth inequalities. However, 
this egalitarian objective is likely to come in conflict with that of in- 
creasing production and economic growth. 
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Here vse might break up the problem into two parts, short-term and 
long-term. In the short-run, it may be staled, any income and wealth 
distribution pattern can go in harmony with the production level in 
the country. Thus it may be assumed that the total national product is 
already there and that now the problem is to determine the individual 
shares of the members of the society. Definitionally, therefore, this 
stand makes distribution independent of il-> cfTects on production. Such 
a redistiibuti >n of income, therefore, may be b-ought as close to 
equality as v\e like through various tax measures. Hov^ever, we must 
note the following points in this connection. 

Fitsrl ] , unless there is a total po'itical and ec momic revolution in a 
country, a quck redistribution of income and wealth is not a possi- 
bility. The process will be a tin e-con suimng one if measures like 
progressive income-tax, wealth tax, gift tax, expenditure tax and 
the like arc to be used. So long as the institutions of private pro- 
peity and inheritance are there, the process towards equality will 
be a bit slow one This implies, therefore, that in reality, a proper 
degree of "-cd* ,l,ihution might be expected only in the long-run. In 
the long run, however, any policy directed at reducing the inequalities 
is likely to have its repercussions on production also. Secondly^ even 
if it were possible to reduce the inequalities to a desired extent in the 
short-run, such a policy would have its long-term repercussions which 
should not be ignored. An economy does not live only lor today. 
Along with the society, it is expected to be a perpetual one. Thirdly^ 
in an underdeveloped country like ours, use of taxation for reduction 
in inequaUties of income and wealth has its own limitations. Direct 
taxation, with all its progressive rates, covers only a fraction of the 
population. The incidence of tax evasion further aggravates the 
ineffectiveness of direct taxation in this direction, [ndirect taxes, on 
the other hand, cannot be progressive enough in spite of their 
selective coverage and differential rates. And since indirect taxation 
itself is inflationary in character, it works towards increasing inequa- 
lities. Possibility of evading excise and sales taxes would further 
strengthen this process. 

In the long-run, a reduction in inequalities brought about by taxa- 
tion might be counterbalanced or more than counterbalanced b\ other 
forces such as increasing inequalities in the pre-tax incomes of the 
members of the society. If, therefore, this possibility is to be elimi- 
nated, then it is essential that not only tax ition should be sufficiently 
steep so as to practically mop off the incomes beyond a certain height, 
but that tax evasion should be made impossible. Steep taxes 
designed to reduce the concentration of wealth and economic power 
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would have to be there and implemented effectively. 

Steps towards reducing inequalities will have different possible 
effects on production and growth. If the progression of taxe^ is rela- 
tively mild or not so steep, adequate incentives will be left for every 
one to work hard and contribute towards economic growth. Thus, one 
acceptable objective before the authorities can be that of not permitt- 
ing the relative inequalities to grow and reduce them gradually over 
time. This may be done through various progressive tax measurcN (and 
of course public expenditure devices also) touching on income, wea th, 
gifts, inheritance, windfalls, capital gams etc. Allowing adequate 
incentives for producers in the private sector to progress, and expand- 
ing public •-ector pi ofitability and savings at the same time, should be 
pursued in a balanced aid harmonious manner, lu tlhcr words, 
enough of economic incentives should be there in the economv to edge 
the members of the society to work h^rd and produce more. However, 
taxing gifts, unearned increments and capital gains at very steep rates 
will not reduce the incentives to work and earn because these taxes 
touch upon those receipts which are nc I coming (*ut of economic 
efforts of individuals. Wealth tax and inheritance tax, however, caii 
become a disincentive to save if the rates die loo steep. 

Thus, if income and wealth inequalities are sought to be reduced 
through tax measures, there is bound to be a conflict between this 
objective and that of growth. Either, therefore, the State has to 
abolish the institutions of maiket mechanism, private property' and in- 
heritance and take over the task of economic growth upon itself, or it 
has to leave a required degree of incentives in the economy. The latter 
course, however, necessitates a determination of the required degree 
of progression for this purpose. It is a dilTicult but iixessary choice if 
the society is not to opt for the first alternative. In an untierdevelopcd 
country, such a conflict between egalitarian and growth objectives is 
all the more sharp because there is an immediate need for both. There 
is abject poverty in the masses which should be reduced to some 
extent at least. But a final solution of it can come only through 
economic growth, otherwise an equality without adequate production 
would only amount to distributing poverty. In a developed country, 
on the other hand, sine? even the poor arc not so poor in absolute 
terms, the objective of equality could possibly be postponed At the 
same time, those countries are not faced with an immediate problem 
of economic growth and so they can alTord to go ahead with distribu- 
tion. Accordingly, in such countries the tendency is usually to 
emphasize redistribution but in such a way that the economy is not 
pushed to stagnation or decay and the normal forces of growth 
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<(which have already been released) are allowed to operate. 

TAXATION AND ECONOMIC STABILIZATION 

A market economy, given sufficient freedom, will exhibit a strong ten- 
dency to have trade cycles and there will be recurring phases of rising 
and falling incomes, output, employment and prices. Various explana- 
tions have been given lor this phenomenon, but it is now generally 
recognized that the availability of purchasing power in general and 
speed with which it is used arc important variables in the total beha- 
viour of a trade c\cle. During the rising phase of the cycle, the 
quantum (and the speed of its use) of purchasing power will increase 
and will thus add to the total effective demand in the country. Just 
the opposite will happen during the downward phase of the cycle. 
Another usual feature of changing elfective demand is that its expan- 
sion or contraction is not evenly distributed over all the sectors of 
the economy and as a result some of these sectors are under greater 
inflationary Mi ^ationary) pressures than others. 

The older philosophy of laissez-faire favoured the absence of any 
action on the part of the authorities to correct the trade cycle. As in 
many other areas, it believed in the existence of inherent corrective 
forces within the economy to which the tax system of a country would 
contribute as a stabilizing force. Thus during the upward phase of 
a cvcle, there is an all-round increase in prices and economic activities. 
This brings in greater tax revenue to the authorities in both direct and 
indirect taxes. In case the tax system is progressive, the addition 
to tax revenue would he still faster. Assuming that the public 
expenditure remains unchanged or rises much slower, the government 
budgets would show a surplus. They would cause a leakage from 
the expenditure flow in the economy and would be contradjictory in 
effect. Similarly, it can be argued that during the downward phase 
of a cycle, taxation would act as a stimulant to the economic 
activity. Thus taxation was believed to be a built-in stabilizer. 

But the Great Depression of the 1930’s changed the outlook of both 
the authoiitics and the academicians. Keynes, for example, showed 
how a dev ei oped market economy was not able to defend itself 
against a persistent deflationary tendency on account of a deficiency 
of effective demand which in turn was caused by falling marginal 
propensity to consume and falling marginal efficiency of capital. 
He, therefore, suggested various remedies to push up expenditure in 
♦he country. Lcrner, similarly, came out with his concept of func- 
tional finance in which the State was not to worry about the surplus 
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or deficit budgeting as such. It was to keep in mind the role ot 
both taxation and expenditure so as to correct the market incompati- 
bilities between demand and supply. From Keynesian framew ork of 
analysis we can derive the general prescription that a progressive 
taxation should be of help in neutralizing the fluctuations in the 
economy. Such a t.ix system will not he taxing the poor heavily and 
since the poor have a high marginal propensity to consume, there 
will be a firm base of aggregate coiisumptioti in the country. Further- 
more, with depression, the tax liability of the richer sections would 
fall rapidly, thus, leaving a relatively larger proportion of purchasing 
power in the private hands. During inflationary periods, on the other 
hand, the tax liability (especially of the richer sections) will increase 
and thus excess purchasing power will be drained away. The autho- 
rities were to supplement the corrective measures by adjusting the 
public expenditure also, raising it during a depression and reducing 
it during the boom. While Keynes was basically emphasizing the 
remedial actions against depression only for reasons of his own, 
Lerner highlighted the utility of functional finance in combating 
inflationary tendencies also. 

The above Keynesian analysis and the functional finance approach 
assume competitive markets and run in aggregate terms. They em- 
phasize that there is no inherent virtue in the system of balanced 
budgets and that the state may go in for a cumulative addition to 
public debt on account of repetitive deficit budgets. We may add the 
fact that public budgets cannot be neutral even in their aggregate 
effects. For example, even.a balanced budget has a multiplier effect 
(See Chapter on Balanced Budget and Fiscal Policy). And this leads 
us to the refinements associated with viewing the tax system in its 
disaggregative form. Thus, for example, it is sometimes stated that 
in order to curb inflationary forces taxation should be increased. 
Here, however, we must distinguish between the roles of direct and 
indirect taxes. Indirect taxes are superimposed upon the cost of 
production. Accordingly, if the taxed goods have a high elasticity 
of demand and low elasticity of supply, a greater part of their inci- 
dence gets settled on the suppliers themselves. This reduces their 
profits and has an effect of checking inflation. T hu^ we must remember 
that the goods having a high elasticity of demand and a low plasticity 
of supply are not likely to show much of inflationary tendencies. It 
is precisely those goods which have a low elasticity of demand and 
high elasticity of supply where inflationary forces are able to exert 
greater pressure. If indirect taxes are imposed on such goods, their 
incidence will be shifted on to the buyers. And this type of pheno- 
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menon feeds the forces of inflation. If the taxed goods are of con- 
sumption variety, they would raise the cost of living and will force 
the workers to demand higher wages. In due course, to the extent that 
wages rise, cost of production in industries producing even untaxed 
goods will rise. This would entail a further increase in the cost of 
production of those industries which are getting their imputs from 
the high cost industries. About the same thing ssould happen if taxed 
goods are straight-away inputs of other industries. The self-feeding 
process of inflation would gather strength with the passage of time. 
If, therefore, inflationary forces are net to be helped through indirect 
taxes, a judicious choice will base to be made both in the commo- 
dities to be taxed and the rates of taxation. Luxuries may be taxed, 
but not necessities which will raise tlic cost of production all round. 
Similarly, wherever the taxes are liktly to touch necessities or essential 
inputs, the rates should be quite low. Foreign trade is an important 
medium through which an inflation or deflation gets traftsmitted from 
one country to the other. An appropriate use of customs duties in 
harmony with the elasticities of demand and supply of the relevant 
goods is a potential tool for insulating the domestic economy from 
trade cycles originating abroad. 
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THE MEANING OF PUBLIC DEBT 

Public debt has been defined in several different ways depending 
upon the purpose of the definition and the type of institutional 
arraTigements of a country. Thus, on the one extreme, all kinds of 
obligations of a government (including the currency obligations) are 
included in puhiic debt and on the other, quite narrow delinilions are 
also adopted. There are also intcr-governmentui obligations — such 
as loans from the Central Government to the States — about which a 
decision has to be taken. The central bank of a country may also be 
considered a part of the government for the purposes of estimating 
the volume and composition of the public debt, or it may be taken 
as one of the private economic units in the country. 

It will be helpful if \\q have a brief idea of the type of obligations 
which the government of a country usually incurs. Firstly, there is 
the currency itself. In many cases, however, the government creates 
only a part of the currency; the rest is created by the central bank 
of the country. Thus, technically speaking, all the currency issued by 
the authorities of a country may not be the obligations of tlie govern- 
ment itself. If, however, we consider the central bank as a part of the 
government sector owing so" much to the private sector of the eco- 
nomy, then of course, even the central bank currency is a part of the 
over-all currency obligations of the government. These currency obli- 
gations, hov^ever, normally remain dormant or inactive and the 
government does not ‘pay off’ its currency obligations — at the most 
one set of currency is replaced by another set and that is all. 

Another set of obligations miy be called the short-term debt. Such 
obligations are normally of a maturity of less than one year at the 
time of issue and consist of items like the Treasury Bills, Treasury 
Deposit Receipts, and borrowings from the banking sector for a short 
period. There are some obligations which are refened to as the 
floating debt. Such debt may not have any specific maturity, but part 
of it may he repayable subject to various terms and conditions. For 
example, there are items like the provident funds, small savings, re- 
serve funds and deposits, and so on. In India, the Government of 
India has also issued certain special securities to meet its obligations 
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towards international institutions like the International Bank for Re- 
construction and Development and the rnternational Monetary Fund. 
These special securities may be called special floating debt. 

Another important category of government obligations evn^i ts of 
the permanent or funded Such loans have a maturity of moie 
than one }car at the time of issue. Some of them may even be ni n- 
terminable (perpetuities) so that iho go\criiincnt is ouly to p*\ the 
interest on such debt, but not the principal thereof. 

The above-mentioned obligations, to scunc extent, may be to the 
foreigners— governments, institutions, lirms and indisiduals. Such 
foreign obligations are called external loans. It would be seen that 
these external loans could belong to many of the categories of obliga- 
tions mentioned above. 

It shou’d be clear by now that depending upon the purpose and 
context, institutional arrangements, and so on, different people could 
define public debt differently. On the one extreme all obligations of 
the government including the demand debt are sought to be included 
in the definition oi public debt, while in other cases only some of the 
above-mentioned categv^rics of obligations arc considered. In general, 
however, the demand debt of the government is usually excluded 
from the definition of the public debt and only the floating, funded 
and other obligations are considered as the items belonging to the 
public debt proper. 

PUBLIC DEBT AND PRIVATE DEBT 

In certain respects government b(»rro wings resemble the private 
ones. Like a private borrower, the government may also borrow cither 
for consumption or for investment purp^ ses. It will aKo be pacing 
interest on such borrowings. But the disumjlaritic> between the two 
arc more glaring. A private economic unit cannot burrow intcrnall>, 
that is to say, it cannot borrow from itsc’f. The go\ernmcnt usually 
borrows internally, that is from its own subjects and Irom within the 
economy. But a more important duTerence is tliat whi'e a prisaie 
econvunic unit can repay its debt either out of its earnings or cut of 
its accumulated assets or by borrowing from other sources (tlu.o* 
stituting one debt for the other), such need not be the ca*c with the 
government. The government is the creator of currency and can pay 
its debt straightaway by printing more currency. I'he fact that it 
usually docs not do so only reflects its concern for the welfare and 
stability of the economy and not the lack of its power to print more 
money and pay off its debt. External debt (that is the debt owned by 
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the foreigners) may not, however, always be payable in this form. 
If the debt obligations are in local currency, then this is a feasible 
step. But if the foreign loans are repayable in foreign currencies, or 
gold, then the creation of currency cannot be the means of repaying 
those loans. In that case, foreign currency will have to be procured 
through export earnings or some other means, or gold will have to be 
paid out. Still another important difference between private and public 
bonowings is that public borrowings have a profound effect on vari- 
ous dimensions of the economy — distribution, capital accumulation, 
economic growth, income and employment stability, and so on. This 
way public debt is both a source of problems and a tool of economic 
management in the hands of the authorities. 

Why Public Debt? 

Let us now see the reasons on account of which a government 
might incur public debt: 

(1) The first reason for a government running into a debt is the 
fact that like any other economic unit, a government (including its 
constituent units) has to engage itself in collecting revenue and spend- 
ing it. However, it is hardly likely that from period to period the in- 
flows will mafeh the outflows. There can be periods when receipts 
will exceed the expenditure and vice versa. Of course, unless the 
government is having a policy of spending too much or loo little com- 
pared with the receipts, the two will tend to be equated. In other 
words, the deficits and surpluses will tend to counterbalance each 
other so that over a longer lime there will be a tendency for the bud- 
■get to ‘balance.’^ This used to be the general policy of governments 
in olden days, namely, the policy of having balanced budgets. Defi- 
cits, then, were expected to be temporary to meet various emergent 
needs. Within a year, for example, during some lean months there 
would be a deficit and the government would be borrowing from the 
market or would run down its cash reserves. And during the busy 
months of the year, on the other hand, the deficit will be wiped out. 

(2) The second set of reasons could be those which could cause a 
■sudden spurt in government expenditure. There could be wars, or 
natural calamities in which case the government would be co emit- 
ted to a much larger expenditure and would therefore run into a debt. 
But this type of debt also was expected to be repaid as early as possi- 
ble through subsequent surplus budgets. 

'Unevenness of the receipts and expenditure flows will, therefore, create only 
■short-term loan obligations of the government. 
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(3) This philosophy of trying to avoid a surplus or a deficit budget, 
at least in a persistent manner, has given place to a nesM^philosophy — 
that of functional finance. According to this approach, the govern- 
ment does not have to worry about a surplus or a deficit even when 
it is a persistent one provided such an ‘imbalance’ is needed for cor- 
recting the market behaviour and bringing about economic stabiliza- 
tion. Ihe traditional philosophy \\ as the re'^ult cf a few ideas at 
work then. 

Firstly^ the history of the governments raising loans was not a happy 
one. Loans had quite often been raised by rulers for waging useless 
and expensive wars, for squandering them away on conspicuous 
consumption and for other wasteful cxpendituie. 7 he authors of those 
days were therefore sceptical about this practice of raising loans and 
having deficit budgets. It symboii/ed a kind of wasteful and irrational 
•expenditure which could be avoided. 

Secondly, the belief in laissez-faire also dictated that the authorities 
should avoid undue interference in the working of the market. Raising 
loans and spcuuing them was not likely to contribute towards this. 

77//rJ/j’, such government loans were considered akin to pri\ale 
Joans. Just as private loans lia\e to be cleared eventually, it was be- 
lieved that public loans also have to be. We know that public loans 
need not be fully paid. Maturing loans may be replaced by new ones 
b> either conveisions or through cash subscriptions. Also some loans 
may be perpetuities. 

(4) With the thinking that the government of an underdeveloped 
•country should play an active role in the development of the economy, 
the philosophy of ha\ing a balanced budget is further eroded. Now 
a budgetary policy is supposed to be an important and effective tool 
in accelerating the process of capital accumulation and economic 
growth. This may be done through borrowing and investing those 
funds in various projects. Loans might even be specifically raised for 
certain projects. 

ft is sometimes erroneously concluded that when a government 
adopts a deficit budget, it automatically adds to its debt. This is not 
necessarily so. Acluilly, when a government incurs a deficit, it can 
meet this deficit by the following means: 
ia) It can run down its cash reserves, 

(h) It can sell some of its assets like properties etc., 

(r) It can print more currency and use it, or 
(rf) It can borrow and spend. 

Now it is seen that the second method of meeting the deficit does 
not at all increase the indebtedness of the government, though a 
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government seldom adopts this approach. The first and third methods 
increase the supply of currency of the government in the market. 
Whether or not public debt increases depends upon our inclusion or 
exclusion of currency obligations in the definition of public debt. 
Then, there is the fourth method. Heic again there arc two varieties. 
The government may borrow from the market proper or it n.a}' 
borrow from the centnil bank. Borrowing from tne market will 
obviousj> increase the outstanding public debt. Borrowing from ihc 
central bank increases the government’s indebtedness to the central 
bank and the central bank, in turn, issues more currency to the pub- 
lic. The mecharji>m, in simple terms, is as follows. 

When the government borrows from the central bank, it hands over 
or ‘sells’ its securities to the central bank. I'hc central bank ‘pays’ for 
them by making credit entries in favour of the government in its 
books. Now if the central bank is considered a part of the market, 
public debt has already increased by the borrowed amount. When the 
government spends out of its balances with the central bank, the 
central bank issues currency to the public and makes debit entiies 
against the government. If the central bank is considered as a part of 
the government and the currency is not considered as a part of the 
public debt, then no addition to public debt has taken place. Gene- 
rally, however, as noted above, currency is not considered as a part 
of the public debt, but the borrowings from the central bank arc 
considered a part of the public debt. To put it in other'^ word^, it 
is the non-currency obligations of the government which arc consi- 
dered as the public debt. A part of such debt may be held by the 
central bank of the country for various reasons. This fact and a pos- 
sible variation in these holdings can be used, as we shall see, as a 
part of the over-all economic policy. 

Some Terms 

Before we take up various theoretical and policy issues connected 
with the public debt of a country, it might be useful to get fautiiiar 
with spine of the important terms usually used in relation to public 
debt. 

Public debt may be internal or external. When it is owned or licld 
by the subjects of the indebted government, it may be called an 
internally held debt. In this case, the community owes this debt to 
some of its own members. The debt will be external if the creditors 
are foreigners in which case its servicing and repayment will mean a 
drainage of national resources in favour of those foreigners. It is 
clear that if there is sufficient freedom for loan obligations to change 
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which is authorized to raise loans externally. Sltmlarly, II lOaflS Cill 
be sold by the existing holders to others, they would be called marker- 


able. Non-marketable loans are those which have been issued in 
favour of particular debt holders only and cannot be sold to others. 

Government loans may be interest-bearing or non-interest-bearing, 
To begin with, there are two types of interest-bearing loans. In the 
first category, a loan carries what is called a coupon. The holder of 
such a loan is entitled to a given interest payment periodically, say 
every six months. Most funded loans arc of this type. The second 
category is where a loan is sold below its redemption value at a 
discount. In India, for example, treasury bills arc sold that way. A 
treasury bill has a maturity of thirteen weeks at the time of issue an 
may be sold at a price of say, 99% of its redemption value. It means 
that the buyer will purchase a treasury bill (having a redemption 
value of Rs 100) for Rs 99 and after three months will get Rs 100. 
It is, thus, equi of an interest of Re 1 on Rs 99 for a period of 
three months Some loans, however, do dot bear interest at all and 
are called non-interest-bearing. There may be, for example, prize 
bonds, certain deposits like earnest money for tenders, and so on. 
Some interest-bearing loans, having reached their maturity date or 
having been recalled for repayment, may still be outstanding. They 
cease to bear interest after the stipulated date. 

It must be noted that there are two aspects of interest on govern- 
ment securities. The first is, as noted above, that a government secu- 
rity carries a coupon or is sold at a discount. In either case the 
government is committed to a given interest payment (in absolute 
terms). The coupon or discount at which the government is able to 

issue a loan will depend upon the circumstances in the market— the 

general level of interest rates, whether the market is having a lean or 
a busy period, the general conditions regarding the availability of 
investibic funds, and so on. In general, however, the government 
is able to borrow at rates much lower than the ones prevailing in the 
market mainly because of its creditworthiness. The creditors of the 
government have a faith in its solvency and will to pay the loans and 
interest instalments when they fall due. Of course, the government 
does not pay the same interest on each loan. At the time of issue, 
usually the shorter maturity loans carry a lower yield than the longer 
maturity ones. 

The second aspect is that though the government’s obligations are 

fixed in absolute terms, the effective rates of return on government 
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securities fluctuate. If the market rates of interest move up, the govern- 
ment security prices fall so as to yield higher rates of return to those 
who might buy them now. Security prices will similarly rise when the 
market interest rates fall. This phenomenon of interdependence bet- 
ween the market interest rates, coupon rates, maturity composition 
of the securities and their market prices can be used by the authorities, 
if they so desire, to influence the market behaviour. We shall look 
into this problem later. 

Another classification of public loans into productive and unproduc- 
tive ones is, however, a nebulous one. A loan would be called produc- 
tive if it gives rise to income yielding assets or project(s). This classi- 
fication is nebulous because firstly loans may not be earmarked for 
particular projects. Quite often the government would Just estimate its 
total needs and examine the expected revenues, and decide to raise 
loans. No particular loan would go into any particular asset as such. 
Secondly, the government might be spending the loan-amounts on those 
items which arc not creating new sources of revenue for the govern- 
ment but which are otherwise highly productive for the economv. 
For example, if the government spends on education and thereby in- 
creases the productivity of the country’s labour force, or spends on 
roads and bridges and thereby improves the productivitj of the in- 
dustries, we cannot call such loans unproductive simply because no 
corresponding revenue yielding assets have been created. Even raising 
loans for fighting a war might be helpful for maintaining or augment- 
ing the productive strength of the economy. Instead of, therefore, 
labelling various loans as productive or unproductive as such, it 
would be more useful if a general examination of the government 
expenditure policy is made and useless and unnecessary expenditure 
is curtailed. 

Limits to Raising Public Debt 

We find that in most countries public debt has shown a continuous 
upward trend during the last few decades. As seen above, there have 
been various factors contributing to it. But, in this context, a question 
arises as to whether there is any definite limit beyond which a govern- 
ment cannot increase its public debt. To answer this question, we 
should distinguish between the will and capacity to raise loans on the 
part of the government and both these should be considered in the 
context of short-run and long-run possibilities. 

It must be remembered at the outset that a modern government 
would not resort to borrowing for the sake of it. It does nbt have a 
tendency to borrow and squander it away on wasteful consumption 
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to suit the whims of a section of the rulers etc. It will borrow for 
only such consumption purposes which are considered absolutely 
necessary for the economy such as for defence, protection against 
natural calamities, certain other welfare activities, and so on. In nor- 
mal circumstances, the government of a country might borrow as a 
part of its anti-cyclical operations (that is with the objective of stabi- 
lization), while in an underdeveloped country it may borrow for capi- 
tal accumulation and economic growth. These days, one self-imposed 
limitation by the governments is that the borrowings must be for pub- 
lic purposes. And in some cases, even specific legal restrictions may 
prohibit the government from borrowing under certain circumstances 
or beyond certain limits. 

A government finds that in the short-run, if it wants to borrow 
more, it has to raise the interest payments on its debt. Government 
borrowings will reduce the supply of funds available to the private 
sector of the market and therefore a higher interest rate will emerge 
on account of such general shortage of funds. The interest offered on 
such government loans will be raised in order to attract subscriptions 
to the loans and conversions of the old ones. This higher interest cost 
will act as a deterrent for the authorities to borrow too much and 
unnecessarily. If the government is in need of large-scale extra 
finance, such as during a war, then it may adopt some other methods 
to keep the interest rates low (that is follow a policy of cheap 
money). Since the short-term loans carry lower rates of interest, the 
government could lay much greater emphasis on those and keep its 
interest cost low. At the same time, in an emergency like war, the 
government is likely to resort to the printing press which not only 
adds to the currency supply but also to the over-all credit creation in 
the country. Simultaneously, to keep ‘non-essential’ demand under 
check, the government would be imposing various controls and there- 
by make the excess purchasing power ineffective. This implies that 
the market will have surplus funds to invest and the authorities can 
borrow them. 

In the long-run, the situation is quite different. Total volume of 
public debt can increase gradually in harmony with the growth in 
national income and credit structure. Therefore, no definite limit may 
be stated to exist for the volume of public debt in the long-run (un- 
less the law sets such a limit). To say, for example, that total public 
debt should not exceed a certain proportion of the national income 
has no definite relevance unless the law of the country imposes such 
a Kmitation. Furthermore, the borrowing power of the government 
can be assumed to be unlimited in this context. The authorities need 
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not pay the older debt — it can just be renewed and some of it can be 
even converted into perpetuities — and every year some amount can be 
added to it through new loans. Also the philosophy that the govern- 
ment should not worry about the actual deficits but should keep in 
mind the over-all economic requirements of the economy frees the 
governments from its inhibitions to let the public debt exceed a certain 
limit. 

These days another line of thinking propounded by Gurlc> and 
Shaw and the Radcliffe Committee emphasizes an important role of 
public debt in the economy of a country. ^ According to Gurley and 
Shaw approach the physical growth of an economy cannot be sustain- 
ed without a corresponding financial growth. Financial growth, to 
be healthy and strong, necessitates the growth of the public debt also 
since this forms the base of the superstructure of the credit system in 
the country. With the economic growth, therefore, it is essential that 
credit base of the economy in the form of public debt should also 
grow. The Radcliffe Committee emphasized the role of public debt 
as a powerful tool in the ctedit and monetary regulation of the cco- 
nomy.8 |jjjg thinking has been subsequently advocated, 

elaborated and emphasized by many writers. 

Public Debt and EcoDomic Growth 

A. Contribution to the Financial Structure of the Economy. An im- 
portant feature of economic growth is the fact that an cver-incrcasing 
proportion of the economic activities get monetized. In other words, 
these economic activities of production, consumption, distribution, 
trade etc., develop their financial counterparts resulting in correspond- 
ing financial transactions also. As a result the financial requirements, 
of the economy increase both absolutely and in relation to the national 
income. Significant developments take place in the composition of 
financial structure also. Because of inevitable unevenness of the flows 
of receipts and expenditure of individual economic units, a need for 
credit system grows and a variety of credit instruments comes up. 
The total credit structure may be divided into two parts viz. ‘inside 
money and ‘outside money. Inside money refers to the loans and 
financial claims agaiqst the private sector of the economy while outside 
money refers to the financial claims against the government sector. 

•Gurley and Shaw, Money in a Theory of Finance, 1960. 

•Radcliffe Committee (Committee on the working of the Monetgry System), 
Report; Cmnd. 827, Her Majesty’s Stationery Oflfce, Great Britain, August 1959- 
•Gurley and Shaw, op, cit. 
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Now the government obligations form an acceptable and sound base 
for the private credit structure also. The variety of government loans — 
in terms of maturity dates etc. — provide an ample opportunity for the 
financial institutions and financial markets of the economy. The 
government obligations do not have to be only currency obligations 
in which case their role will obviously be stunted. 

If, therefore, the physical economic growth of a country depends 
upon the strength, development and health of the financial structure 
of the economy, the latter in turn must have a wide, varied and 
acceptable base to stand on. Credit being ultimately an expression 
of confidence, the best base could be only the government obligations. 
There is no risk of default in their case and they have a ready market- 
ability. And these qualities are not found in as much measure in 
private debt obligations. Even if they were, it is unlikely that there 
could be a sufiScient supply of these sound and acceptable private 
claims so as to form a solid and firm base for the private credit super- 
structure. 

As a country advances, quite a few banking and non-banking finan- 
cial intermediaries come up. They contribute to the institutions, 
arrangements and mechanics of effecting and collecting the commu- 
nity’s savings and channellising them to various uses. In the process 
they also contribute to the development of the credit structure of the 
economy by adding their own debt obligations to the system. Banks, 
for example, arc well known for their credit creation. In the market, 
therefore, a lot of claims and counterclaims come up which have to 
be sustained through a confidence in the ability of the debtors to 
meet their liabilities. The private claims are therefore often backed 
by public debt holdings. 

B. Contribution to the Saving Effort of the Economy, An under- 
developed country is characterized by a shortage of capital resources 
which need to be remedied through increased saving and investment. 
The economy being poor and the saving capacity of the masses being 
very low, this task cannot be left in the hands of the people as such. 
Of the various measures which the authorities might take, one is that 
of resorting to public borrowings and investing the same. Let us 
assume that public borrowings arc used for the development of capital 
goods sector or for the development of social overheads and that 
the^'C funds arc not used for addition to the consumption by the autho- 
rities. Now these borrowings may be divided into two parts: (1) bor- 
rowings from the market proper, and (2) borrowings from the central 
bank. In each case the effect on the economy will be quite different. 

(1) In the case of borrowings from the market, the net effect on 
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Savings and capital accumulation in the country will depend upon 
the source out of which market borrowings come. Thus, one possibi* 
lity could be that the public reduces its own consumption and contri-^ 
butes its savings to the public loans. In this case there will be obvious- 
ly a net increase in the speed of savings and capital accumulation, 
however, it is highly unlikely that the people will voluntarily save 
more under the temptation of an interest income. This is because the 
common man in an underdeveloped country is very poor and cannot 
easily reduce his consumption which is already very low. Actually 
most savings are effected only by the richer sections and firms from 
whom the contributions to public loans should be expected. Here, 
however, the danger is that the savings which would have gone into 
investment on private account would be diverted to public loans. IF 
that happens, then there would not be any net increase in the saving 
and investment activity. But public loans will generate reallocative 
effects. Public investment is likely to be in the capital goods sector 
while private investment tends to concentrate in consumption goods 
sector which happens to be more profitable. Public loans, in other 
words, will help the economy in its growth effort through shifting the 
employment of its resources. 

(2) When the authorities borrow from the central bank of the 
country, the effect is equivalent to resorting to the printing press. By 
printing additional currency, the authorities add to the demand forces 
in the market, causing an upward pressure on prices. A part of the 
supplies is purchased away by the authorities by spendin"g the newly 
created money and the mpket is left with smaller supplies. Similar is 
the effect when the authorities borrow from the central bank. How- 
ever, this process of forced savings and capital accumulation is not 
always a desirable one since it can lead to ail the harmful effects oF 
inflationary rise in prices. 

Public Debt and Inflation 

The above considerations lead us to the relationship between public 
debt and inflation. Most governments while raising loans for their 
investment and even for consumption purposes, will claim that such 
an activity is not going to add to the inflationary forces. They claim 
that the market borrowings are diverting funds from the market into 
the hands of the government and they are spent by the government 
instead of by the market. Thus, according to this logic, there is only 
a diversion of demand, but no net addition to it. 

This reasoning is quite misleading because it tries to hide some of 
the basic facts. Firstly^ even if public debt only brings about a diver- 
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ftion in demand, it is bound to be inflationary in character because the 
economy’s resources will be diverted from the production of con- 
sumption goods into those of capital goods. By their very nature, 
investment goods have longer gestation periods and therefore for the 
intervening period, the demand for consumption goods tends to 
exceed their supply. 

Secondly, a government may include its borrowings from the central 

bank in the category of ‘market borrowings,’ if the securities sold to 

the central bank are long-term ones. This is done in India. A sizeable 
portion of the Government of India funded and marketable debt is 
owned by the Reserve Bank of India. Such borrowings from the 
central bank, we have seen, are not equivalent to a diversion of 
demand, but a net addition to it. 

Thirdly, in an underdeveloped country, a sizeable portion of the 
public debt is likely to be owned by the commercial banks. The 
commercial banks consider their holdings of government securities as 
a good investment which can be encashed at any time without much 
of capital los , This assured liquidity position, therefore, tempts them 
in increase their loans and advances and thus add to the inflationary 

pressures in the market. ^ 

1 he above-mentioned forces point out that the market-borrowings 
by the government can be inflationary due to various reasons. How- 
ever, in the long-run, there can be counteracting forces also. Infla- 
tionary pressures ultimately reflect the excess of demand over supply. 
And if therefore in the long-run public debt is used to bring about 
increase in the productivity of the economy leading to an increased 
supply of the demanded goods, inflationary forces would be checked 
to that extent. Borrowings used for war activities, for meeting natural 
calamities and for other relief measures arc most likely to be infla- 
tionary in their impact because they are basically consumption- 
oriented. In such situations, the authorities will generally resort to 
price-controls, rationing and other measures to keep the prices 
under check. 

Public Debt as a Means of Regulating the Economy 

Through variations in the volume, composition and yield rates of 
public debt, the financial markets in the economy can be influenced 
and regulated in terms of the desired objectives. In itself also, public 
debt forms a major portion of the total supply of credit and Uie above- 
mentioned variations in it lead to corresponding variations in liqui- 
dity’ of the economy. As Radcliffe Committee emphasized in its 
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Report,* public debt forms a significant portion of the total credit 
supply in a country, and is therefore, intimately connected with the 
working of the economy. Changes in the volume and maturity com- 
position of public debt will themselves affect the liquidity position in 
the market and will cause changes in the volume and composition 
of market demand. A lengthening of the maturity composition of 
public debt should be expected to reduce the over-all liquidity of a 
given amount of public debt, while a shortening of the public debt 
maturity will have the opposite effect. The authorities therefore can 
swap longer maturities with the shorter ones and vice versa as a 
matter of policy. In the process they will be additionally affecting the 
yield structure nn the public debt and other financial assets. The 
emphasis given by the Radchffe Committee on the public debt as a 
tool of economic policy has been widely debated in economic litera- 
ture. There are of course differences of opinion as to the exact margins 
by which variations in public debt would affect the yield stnictiiie 
on public debt and the yield structure on other financial assets. 

Any one who owns some public debt possesses a purchasing power 
which can be quickly and easily converted into spendable purchasing 
power. Therefore, through various public debt policies the authorities 
can directly influence this totality of purchasing power or ‘liquidity’ 
of the public debt. For example, an addition to the total volume 
of the debt should mean an addition to the total liquidity. Such an 
addition however will be less than proportionate inewase in the 
volume of the debt because public debt is an imperfect substitute of 
money ^so that additional debt will be able to do the job of a smaller 
amount of additional money) and because a minimum amount of 
money is anyway needed (which means that debt cannot fully 
remove the need for the use of money). Similarly, it is generally 
agreed that short-maturity is a closer substitute for money because 
it carries a smaller capital risk. Its price does not deviate much from 
its redemption value. Longer-maturity debt, on the other hand, is 
relatively less liquid. Accordingly, by changing the maturity compo- 
sition of outstanding debt in the market, the authorities can again 
change the over-all supply of liquidity of the public debt. The exact 
way in which, of course, changing liquidity will affect the demand 
patterns etc. is a matter of investigation. 

Since public debt forms a base for the private credit structure of the 
economy, therefore, it can be used quite effectively for that purpose 


■RadclifTe Comoiittee, op. dt. 
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also. For example* through open market operations and therefore by 
changing the volume of outstanding debt in the market* the banking 
credit can be influenced. Similarly* by bringing about a downward or 
an upward pressure upon the yields of the government securities* the 
authorities can hope to influence the market rates of interest also* 
which in turn will influence the market value of various financial and 
real assets. Changing values of these assets are bound to affect the 
demand and consumption volume and pattern in the economy. 

Now the exact way in which, and the exact extent to which, changes 
in the interest rate structure and the volume and composition of public 
debt will affect the volume and composition of the demand flows, 
investment and other decisions in the economy are a matter of empiri- 
cal investigation. But that such an influence is there cannot be doub- 
ted. However, some general tendencies can certainly be stated. For 
example, it is very likely that an increased supply of liquid purchasing 
power will push up demand and (if the supply does not rise fast 
enough) prices also. A fall in the supply of liquidity should similarly 
discourage do ’^and and prices. In the same way, when interest rates go 
up, investment activity will be checked unless inflationary pressures 
have raised the expectations of rising prices too much. Falling interest 
Tates should have the effect of encouraging investment activity. 
Higher interest rates, moreover, tend to push down the values of the 
assets both real and financial and this had a dampening effect on both 
consumption and investment. Lower interest rates on the other hand 
induce extra expenditure in the economy. 

These tendencies can be used to devise a debt policy which will be 
anti-cyclical in effect, and will therefore contribute towards economic 
stability. During the boom period, for example, over-all supply of 
liquidity should be reduced. Now one way of doing this is to reduce 
the supply of the public debt in the market. But since money is a sub- 
stitute for public debt and is more liquid, care should be taken that 
in the process money supply in the market is not increased. Actually 
if a part of the existing money supply could be replaced by public 
debt, total liquidity will fall. This is sought to be achieved through 
sales of securities in the open market operations. If, however, the 
supply of debt could be reduced without corresponding increase in the 
supply of money, then it would have been all right. Similarly, within 
the given volume of public debt, the maivAfity composition could be 
lengthened, and particular interest rates (or yields) could be raised. 
While combating a depression, similarly, the modus operandi would 
be to increase the total supply of liquidity. This may be done by 
'Simply adding to the money supply, or adding to the public debt. 
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replacing public debt with money supply (through open market opera* 
tions) and reducing the general level of interest rates. 

It would be noticed that anti-cyclical debt policy must work in har- 
mony with the monetary policy of the country. In open market 
operations, for example, it is mostly the sale and purchase of public 
debt that is involved and through that the over-all credit supply is also 
sought to be regulated. If, however, the debt management policy aims 
at objectives other than economic stabilization, the two policies can 
come into conflict with each other. Thus, for example, the authorities 
may be interested in reducing the interest cost of their debt to the 
minimum. This will mean that during the depression when interest 
rates are low, they should raise the loans and should also convert the 
existing short-term loans into long-term ones, at the same or lower 
interest rates. By borrowing from the market they will be replacing the 
money supply with the public debt and that will reduce the total 
supply of liquidity in the economy. A shift towards longer maturities 
in the public debt will have the same effect. Monetary policy, on the 
other hand, would indicate the need to increase the supply of total 
liquidity. Similarly, there can be other areas of conflict between 
monetary and debt policies. 

Public Debt versus Taxation 

The merits and demerits of debt and tax finance arc often debated. 
It must be remembered that no definite preference can be shown for 
any one method under all circumstances. Depending upon the situa- 
tion and the over-all long-term implications for the economy, one or 
the other method may be used. It is obvious that a part (and a major 
part for that) of government expenditure will have to be financed 
through tax revenue. The real issue therefore is to decide how to 
choose between tax and debt finance for that excess of expenditure 
which is occurring as such. 

According to Gurley and Shaw, the mounting volume of public debt 
is a necessary feature of a strong and healthy financial structure of the 
economy. With that end in view, therefore, some secular increase in 
public debt should be planned by every modern government where 
the economy is market-onented. How^cver, it appears that no govern- 
ment plans a long-term increase in debt w ith that end in view. The 
volume of public debt has tended to increase as a historical evolution 
and no more. Its benefits through the contribution to the financial 
structure of the economy are only incidental. 

Under some circumstances debt financing becomes either necessary 
or preferable. Thus under war and other emergencies when suddenlye 
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large funds are needed and additional tax revenue cannot be raised^ 
debt financing has to be resorted to. Actually most of the public debt 
in many countries has accumulated on account of war financing. 
Similarly, another reason necessitating debt financing is where actual 
tax receipts are falling much below the anticipated volume, whilo 
expenditure is not showing a corresponding reduction or is tending to 
go up. 

A third good case for debt financing will be that where the debt is 
meant for particular projects. Such projects are estimated to benefit 
certain areas or certain sections of the people who can be expected to* 
bear the cost of the project out of the benefits they would receive. 
For example, a particular irrigation dam might help the farmers of a 
particular area. In that case the cost of the dam can be first met 
through public borrowings, and then it can be recovered from the 
beneficiaries through a levy or some other means. In the same 
category, there can be some commercial projects which are helpful 
for the economy and which can be expected to be self-financing. 
Their investment funds can be raised through market borrowings and 
the debt can be retired through the profits of these undertakings. 
Examples are of electricity generating projects, transport undertakings,, 
and so on. 

Debt financing, however, as compared with tax financing has its- 
own limitation which can sometimes outweigh its advantages. Public 
debt, by definition, has to be serviced. Interest has to be paid on it,, 
and principal is also to be repaid. Tin’s means that those who contri- 
bute to the financing of the expenditure in the first instance really do 
not lose. In the case of taxation, the tax-payers straight away lose 
certain resources in favour of the government without an) claim to 
recovery of these resources. Debt financing, therefore, adds to the 
futuie budgetary commitments of the authorities. \ part of the 
future revenue has to go to the servicing of the debt. Ordinarily 
therefore, the authorities may be expected to favour tax financing, 
unless the other attending considerations are more weighty. Moreover, 
since it is the richer sections only which can subscribe to the public 
debt, debt servicing becomes a medium for redistributing national 
income in favour of the rich unless counter-balanced by taxation 
measures. It is also a possibility that the projects chosen for debt 
financing are really not run efficiently enough and do not generate 
surpluses to pay off their cost. But this, we must remember, is a 
question of wrong calculations at the planning stage and mismanage- 
ment of the projects which should be avoided. A major drawback of 
debt financing of a war would be that the effective supplies in th 
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market would be reduced without a corresponding reduction in the 
purchasing power. In the case of taxation, this would not be so. 
Therefore, the problem of keeping inflation under check will be 
greater under debt financing than under tax financing of a war. 

Burden of Debt 

A lot of discussion has taken place on this question in economic 
literature. The classical philosophy of laissez~faire equated a sound 
budgetary policy with that of private budgeting. Just as a private 
economic unit cannot and should not run into a persistent deficit, 
similarly, the government should avoid repeated deficits. Any deficit, 
indebting the government to the market, should be wiped out as 
soon as possible. “The national debt used to be regarded as the 
aftermath of war, an incubus to be swept away as quickly as the 
tax-pa>er would allow; and the management of the debt used to 
consist of a search for the cheapest way of dealing with a nuisance.’’* 
In line with this philosophy, public debt was often divided into pro- 
ductive and dead-weight debt. The general idea was that the govern- 
ment should not raise loans for consumption activities; at the most 
it may do so for the investment activities only. Public debt should 
not become a drain upon its budget. Debts raised during a war etc. 
were, therefore, very obnoxious according to this approach. 

The same line of reasoning, that is, interest payment on public 
debt should be taken to represent a ‘burden of debt,’ was emphasized 
and elaborated by E.D. Domar.’ He related the interest payments to 
the level of national incoqie and thus pointed out that as interest on 
debt as a proportion of national income rises, a larger portion of 
national income will have to be taxed to pay that interest. We must, 
however, remember that the tax revenue collected for interest pay- 
ment, is being disbursed to the debt holders. The burden that arises 
from a large public debt and a large tax collection for interest payment, 
therefore, really depends upon two things. Firstly, it depends upon 
the wastage that takes place in termis of administrative costs of admi- 
nistering the tax collections and interest payments. Secondly, it 
depends upon the distributive effects that such a process generates. If, 
for example, through this taxation and interest payment, the income 
inequalities increase, public debt may be claimed to have added to 
the burden ol the debt. In India, for example, most of the funded 
public debt and treasury bills are owned by the Reserve Bank of India 

'Radcliffe Committee, op. cit., para S30. 

’E.D. Domar, “The ‘Burden of the Debt* and the National Income,” American 
JEeonomte Review, December 1944. 
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and other institutions. This, therefore, does not cause any redistri- 
butive problem through interest payments. Additionally, the govern- 
ment obligations arising out of provident funds, small savings and so 
on are generally owned by middle class income groups and this again 
is expected not to increase the income inequalities. Financing of 
these interest payments, however, may be forcing the authorities 
to resort to indirect taxes, which ot course tends to inciease in- 
equalities. 

There have been other views also according to which public debt is 
burdensome. Some of the^e views arc not completely logical because 
they distinguish between the private and government sectors of the 
economy and try to consider the effect upon private sector only — that 
also, in many cases, without conceding the fact that there are transfers 
from the government sector to the private sector also. Thus, one such 
view is that debt financing is burdensome as compared with tax finan- 
cing because it involves future taxation also to service the debt. We 
have seen above that the burden involved here may arise out of extra 
cost to thv. ci^otiomy in conducting all these operations and through 
their redistributive effects but not on account of these transfers as such. 
These transfers are within the economy from some economic units to 
the others. 

External debt, however, stands on a different footing. At the time* 
of contracting external loans, the debtor country gains in terms of 
teal resources. It either gets consumption goods or capital goods from 
the lender country. However, at the time of interest and principal 
repayments, an outflow of resources takes place. In ordinary terms, if 
the borrowing country had acquired consumption goods, it would not 
add to the productive capacity of the country and so at the time of 
repayment of the Joans, there will be a net loss of resources. I’o the 
extent that the loans carried interest also, the outflow of resources will 
be larger than was the inflow. It must, however, be remembered that it 
need not always be so. Since final payment of the debt has to be ia 
terms of excess of exports over imports, the net outflow will also 
depend upon the changes in terms of trade from the time of contract- 
ing the loans to the time of their repayment. If the terms of trade 
have moved in favour of the debtor country, then to that extent the 
burden of the debt is reduced. The debtor country may even gain in 
the net. 

Foreign loans, however, may be used for investment purposes im 
which case the productive capacity of the debtor country will increase' 
out of which the debt repayment can take place. In this case, 
therefore, there need not be any net burden. Of course, if the 
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loans have not been invested in export-oriented industries, or if other- 
wise the exports of the debtor country do not increase, then there will 
be balance of payments difficulties at the time of repayment. This 
has happend with many underdeveloped countries. A UN study 
shows that “during 1969-71, the servicing payments on the official 
and officially guaranteed debt of 81 countries increased nearly twice 
as fast as the export earnings out of which the payments are, for the 
most part, financed.”* 

Debt Burden and Future Generations 

It is sometimes claimed that debt financing of current expenditure 
leads to a burden upon future generations of the society. There are 
two inter-related questions involved here. The first is whether debt 
financing necessarily imposes a burden or a sacrifice upon the future 
generations; and the second is, whether it is possible to make the 
future generations contribute to the present utilization of resources 
through debt financing. 

The classical position in this connection is that through debt finan- 
cing, it is the present generation which suffers a loss of resources. The 
future generations will suffer if the present generation reduces its 
savings to meet the debt finance and thereby leaves a smaller amount 
of capital resources for the future. This will reduce the productive 
capacity of the coming generations and they will accordingly lose.® We 
must note that in reality, current financing (of say a war) requires 
resources today itself. The present generation, therefore, either has to 
reduce its consumption or saving or both. When, however, savings are 
reduced, the future generations also suffer on account of reduced 
inheritance of capital stock. The present generation, by not reducing 
its consumption, is passing the burden on to the future generations. It 
should be noted that here the burden is being conceived in terms of 
reduced consumption availability (which the present generation is 
making the next generation share with it). When, therefore, it is sug- 
gested that through public debt financing the burden will be passed on 
to the future generations, while through tax financing it will not be, 
the suggestion is that in the case of tax financing the present genera- 

•UN, Report of the UNpTAD Secretariat, Debt Problems in the Context of 
Development, Oeoeva, 1974, Summary and Conclusions, para 1. ' 

*This argument was supported, for example, by Lerner and Samuefson. See, 
Abba P. Lerner, '’The Burden of the National Debt.” in Income, Employment and 
Public Policy, New York, Norton, 1948, pp. 255-275; also his, "The Burden of 
Debt.” Review of Economies and Statistics, May 1961, pp. 139-41; Paul A. Samuel- 
eon. Economies, McOraw Hill, 1964, Chapter 18. 
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ition will correspondingly reduce its consumption while in the case of 
debt financing it will not. There is a substance in this argument. Etebt 
financing leaves in the hands of the debt owners bonds and securities 
•which they consider as part of their wealth. While in the case of taxa- 
tion, they would believe themselves to be poorer, in the case of debt 
financing, they are not likely to think so. Accordingly, under debt 
financing, consumption is not likely to fall. Thus we find that debt 
financing can impose a burden upon future generations, but it is not a 
result that must necessarily follow. 

This stand has been challenged by quite a few writers like Buchanan, 
Bowen, Davis, Kopf, Musgrave. Modigliani and others. James Bucha- 
nan, in his book Public Principles of Public Debt takes the position 
that a burden implies a compulsory sacrifice.*® The present generation 
of bond holders happens to subscribe to the public debt voluntarily 
and therefore it is not a burden upon them. It is however a burden 
upon the future generations which will have to pay taxes compuUorily 
for Us retirement and interest payments. Buchanan is obviously taking 
an individn:,'‘<.t!c view-point where for an individual a tax is a 
burden while a debt subscription is not. But for the economy as a 
whole such an approach does not hold good. For the economy, the 
burden consists in terms of the loss of resources whether it is on a 
voluntary basis or a compulsory basis. 

Earlier it has been pointed out that if the present generation pro- 
vides the resources for debt financing by cutting its consumption, then 
savings and capital formation would not be affected and the future 
generation would not be burdened through inheritance of reduced 
capital stock. Bowen, Davis and Kopftake the extreme position where 
the present generations choose not to reduce its consumption at all, 
but finance the entire debt through reduced savings.^^ Modigliani 
tries to show that debt financing by the government will necessarily 
lead to reduced capital stock with the future generations.^^ If the 
economy is already having full employment and the government 
increases its own expenditure, this will necessarily reduce either private 
consumption or investment. Now since the government is financing 
its operations through borrowings, and borrowing mostly come out 

'*Jaines Buchanan, Public Principles of Public Debt, Richard D. Irwin. 1958. 

’^William G. Bowen, Richard D. Davis, and Davis H. Kopf, "The Public 
Debt: A Burden on Future Generations?,’’ American Economic Reviewt September 
1961, pp,701-706. 

“Franco Modigliani, *'Long*Run Implications of Alternative Fiscal Policies 
and the Burden of the National Debt,’* Economic Journal, December 1961, 
pp. 730-58. 
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of the savings, therefore, the capital stock of the future generations 
will be reduced. To a lesser extent, the same efiFect will hold even 
when the economy is working at a level below full employment. 

All the above analysis and arguments, it would be noted, arc ignor- 
ing the expenditure side of the government activities; or to put it 
differently, it is being assumed that the government expenditure will 
necessarily be of the consumption type such as in the case of a war. 
In an underdeveloped country, especially, public debt may be raised 
with the specific intention of increasing investment and capital stock. 
To a smaller or larger extent the same may be the plans of a deve- 
loped country also. It will be totally unrealistic, therefore, to assume 
that all government expenditure is bound to be of consumption type, 
especially if it happens to be debt financed. It is for this neglect of 
the expenditure side of the government’s budget that Mishan calls ail 
those who support the theory of shift of burden to future generations, 
the ‘burden mongers.’^* The net effect of any debt operation, there- 
fore, need not be burdensome for the future generations at all. 

There is, however, one clear-cut case where the burden of the debt 
can be passed on to the future generations. It is when the debts are 
raised externally. The current generation receives the resources 
(whether for consumption, or investment, or for destruction in a war) 
and the future generations pay back the debt. The future generations 
may not feel the burden on account of increased productivity etc. 
but the burden of repayment certainly lies on the future generations. 

Debt Redemption 

The traditional thinking on this problem has already been noted. 
It prescribed a policy of paying off the public debt as soon as possible 
(though in practice some governments defaulted in debt repayment 
and even repudiated it). Current thinking, however, considers debt 
retirement in the context of over-all debt and fiscal policies of the 
government and would favour the repayment of the debt in terms of 
the circumstances attending upon such repayment. 

One simple way of ending the debt obligations is to repudiate the 
debt. This is, however, totally undesirable from many points of view. 
It is usually wrong on the part of the government to do so, and it 
hits the credit of the government with the result that it will find very 
difficult to borrow in future, and at reasonable rates. From the point 
of view of the debt holders, it can be a major financial blow especially 

”EJ. Mishan, “How to Make a Borden of the Public Journal of 

Politteal Economy, December 1 963, pp. 537-42. 
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in the case of those creditors who had invested their life-savings in 
government debt or who were relying upon the interest payments as 
a regular source of income. 

Assuming that the debt is not to be repudiated and assuming that 
it is to be retircvi (and not maintained perpetually), there are two 
systematic approaches that may be adopted for repayment of the debt. 
The first is ihc sinking fund approach in which the government 
regularly saves for the retirement of the debt and uses the funds for this 
purpose when tlicy have accumulated enough. The second approach is 
that of regularly retiring a small portion of the debt every year. It is 
obvious that irrespective of the method of debt retirement, the govern- 
ment budget must have an over-all surplus (unless the deficit is being 
met by printing more currency). Without such a surplus, one part of 
the debt may be retired but there will be a simultaneous addition on 
account of the deficit also. With a deficit budget the debt retirement 
will be smaller than the new loans contracted. 

Sinking fund approach is practised by a number of governments 
including India According to this approach, the government sets aside 
a certain amount out of its budget every year for this fund. The 
balances in the fund are also invested and the interest accruing on 
them is also credited to the fund. It is believed that on account of the 
compounding of the interest, such a fund should be able to absorb a 
major portion of the retirement cost when the time for debt redemp- 
tion comes. Since the public debts were usually incurred during wars 
and other emergencies and could not be paid off quickly, sinking fund 
technique was considered a sound and practical one. However, of late 
this practice has degenerated into only a semblance of it. Compared 
to the total outstanding debt, the amounts credited to the sinking 
fund are paltry. Sometimes sinking fund only remains an authorized 
amount but is not actually there. Cases of misuse of the sinking fund 
are also not unknown. In India also we maintain a semblance of the 
sinking fund. 

The method of paying off a portion of the debt every year may be 
effected in two ways. Firstly, the loans outstanding may have staggered 
maturity dates. The public debt in this case will be in the form of 
serial bonds. The advantage of this method is that the repayment 
obligations are not concentrated in one period. They are sufficiently 
'well-spread and do not cause an undue burden upon the budget. It 
may not, however, be always possible to serialize the existing 
bonds without unduly disturbing the government bonds market. 
Accordingly, the second method adopted is that of earmarking 
a portion of the budget for debt retirement, purchasing the bonds 
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in the market and cancelling them. The danger with this method is 
that it is of a voluntary character. Under short-term pressures, a 
government may not adhere to the practice steadfast'y and there 
may be periods in which the policy remains in abeyance. 

There are some short-term loans which arise out of temporary 
deficits and which are automatically paid off with the corresponding 
surpluses. Similarly, some longer-term loans also, for which certain 
revenues have been earmarked (such as ihe revenues from particular 
projects), are not very likely to pose a debt retirement pioblem. 
Other long-term loans keep on approaching their maturity dates and 
the government may not be in a position or may not want to pay off 
such loans. In that case a usual technique is that of “refunding the 
debt.” This means that the existing debt is converted into a new one 
of longer maturity. At the time of repayment of the older debt, the 
government offers to the market the new issue and the holders of the 
older debt are given the option to subscribe to the new debt by sur- 
rendering the older one. Some debt holders, of course, may opt for 
cash repayments, and there will be others who pay cash for purchas- 
ing the new loan. Refunding is considered quite a legitimate alterna- 
tive to retiring the debt when the government is not in a position to 
do so either tor budgetary or for policy reasons. 

Some Issues in Debt Management 

The term debt management refers to the debt policy designed to 
achieve certain objectives and actual implementation of this policy. 
Thus, according to the traditional philosophy the debt management 
was to consist of raismg the necessary debt at the cheapest interest 
cost and paying it off as early as possible. However, with the deve- 
lopment of the concept of a welfare state, now various objectives are 
being considered as the cornerstones of a sound debt management 
policy. Of course, every government is still interested in keeping the 
interest cost of its debt at the minimum possible but when this objec- 
tive comes into conflict with other objectives, it may be sacrificed. 
Other important objectives attracting the attention of the authorities 
include anti-cyclical or stabilization objective, economic growth and 
refunding. 

Debt management policy has to run in harmony with the monetary 
management of the country. Thev both influence stabilization and 
economic growth. Through general and selective credit controls 
monetary policy tries to influence the volume and directions of the 
flow of funds and thereby guide the working of the economy. The way 
In which debt management can also contribute to this policy obj ective 
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has been discussed above. It has also been seen how the objective of 
reducing the interest cost on debt can come into conflict with the anti- 
cyclical monetary policy of the country. 

Another point to be noted is that the aggregite volume of debt is a 
result of fiscal action, that is the budgetary policy of the government. 
The volume of debt will increase or fall in line with the deficit or sur- 
plus budgeting. In monetary policy, on the other hand, there is no 
such limilation. The volume of money and credit in the market may 
be regulated quite independently to a large extent. In the case of 
public debt, the management part would mainly consist of changing 
its maturity composition so as to effect its yield structure and the 
liquidity content. But it must be emphasized that the monetary policy 
and public debt are closely linked. In monetary policy, open market 
operations are normally conducted in the sale and purchase of the 
government securities. 

In a big country, where the government has more than one layer 
(such as the Central and the state Governments), therecan be problems 
of coordination between debt operations and indebtedness between 
these governments. If, for example, both the central and the slate 
governments are allowed to enter the market for raising loans, care 
would have to be taken that the timings, amounts, terms and other 
conditions of the loans are not working at cross purposes. Normally, 
the central governments is able to borrow at lower rates than the state 
governments. Therefore the rates of interest offered on central and 
state government should vary to accommodate for this fact. Again 
different governments should avoid entering the market at the same 
time or in quick succession if the availability of funds in the market 
is limited compared with the combined requirements of the govern- 
ments. In India, the task of coordination in all these respects is 
achieved through the agency of the Reserve Bank of India. It is the 
agent of both the Central and State Governments in all debt opera- 
tions. It also advises them regarding the timing, terms, and the 
amounts of loans that can be raised in the market without undue 
difficulty. 



1 1 PUBLIC EXPENDITURE— GENERAL 
CONSIDERATIONS 

MEANING AND NATURE OF PUBLIC EXPENDITURI 

Public expenditure refers to the expenses which the government incurs- 
for Its own maintenance as also for the society and the economy as 
a whole. These days, some governments are incurring expenditure to 
help other countries and that would also form a part of the total 
public expenditure. With expanding State activities, it is becoming 
increasingly difScult to judge what portion of the public expenditure 
can be ascribed to the maintenance of the government itself, and 
what portion to the benefit of the society and the economy. 

Though historically public expenditure is found to be continuously 
increasing over time in almost every country, traditional flunking 
and philosophy have not been very encouraging to the growth of 
public expenditure. It is because the market mechanism was consi- 
dered a better method whereby the working of the economy could 
be guided and the allocation of the resources could be decided. It 
was argued that each economic unit was the best judg? of its own 
economic interests and the government was certainly not able to de- 
cide on behalf of others'. Furthermore, while a private economic unit 
was guided by its own economic interests, the public sector would 
not be having any such motivation. Accordingly, efficiency would be 
at a low ebb there. Had this philosophy been practised also in its 
entirety, public expenditure would not have grown as rapidly as it 
did. In reality, however, the problems of labour exploitation, econo- 
mic and social injustice and such like things assumed serious propor- 
tions and could not be ignored. The result was that along with the 
advocacy of laissez-fmre, various socialist and welfare ideas also gamed 
currency. And of course the governments found that they could no 
longer remain silent spectators of the miseries of the people. 

However, in spite of the fact that public expenditure hat increased 
rapidly during the last two centuries or so in almost every State, and 
in spite of its growing role and importance in national ecoiiomies, the 
area of public expenditure remains relatively unexplored. As Lowell 
Harris says, the economists have generally concentrated thdr attention 
no the theory of taxation. The theory of public expenditure has been 



Public Expenditure — General Considerations 2 1 3 


more or less confined to that of generalities in terms of the effects of 
public expenditure on employment and prices ctc.^ Of course, it may 
be pointed out, that lately this deficiency is being removed by various 
studies in the field of public expenditure. 

There are two important and well-known theories of increasing 
public expenditure which we shall be discussing below. The first one 
is connected with Wagner’s name and the other with Wiseman and 
Peacock. 

Wagner’s Law of Increasing State Activities 
Adolph Wagner (1835-1917) was a German economist who based 
his Lnu’ of Increasing State Activities on histoiical facts, primarily 
of Germany. 2 According to Wagner, there are inherent tendencies for 
the activities of different layers of a government (such as central and 
state governments) to increase both intensively and extensively. There 
was a functional relationship between the giowth of an economy and 
the growth of the government activities so that the governmental 
sector grows f i than the economy, h. S. Nitti supported Wagner’s 
thesis and concluded with empirical evidence that this ‘law’ was not 
only applicable to Germany but to various governments which differed 
widely from each other.® All kinds of governments, irrespective of 
their levels (say, the central or .state governments), intentions (peace- 
ful or warlike), and size etc., had indicated the same tendency of 
increasing public expenditure . 

Firstly, the traditional functions of the State were expanding. De- 
fence was becoming more expensive than ever before. Within the 
country, administrative set up was increasing both in coverage and 
intensity. The government machinery had to be manned by experts 
in their fields. Administration of justice etc., was becoming more ex- 
pensive and cumbersome as the society progressed. An additional 
force pushing up public expenditure here is the fact that various com- 
plexities of social and economic nature develop which make an efficient 
administration also more complex and e\pensi\e. 

Secondly the State activities were increasing in their coserage. 
Traditionally the State acti\ities were limited to only defence, justice, 
law and order, maintenance of the State and social o\erheads. But 


’C, Lowell Harris, “Public Finance,” in B.F. Haley (Ed.), A Survey of Con' 
temporaiy Economics, Homewood III, 1958, II, pp. 261-62. 

*Adolph Wagner, Finanzwlssensehaft, 3rd edn., 1890; and also Crundlegung der 
P^litischen Oekonomie, 3rd edn., 1893 

*F.S. Nitti, Principidi Scienza delle Finanze, 1903. 
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with the growing awareness of its responsibilities to the society, the 
government was expanding its activities in the field of various welfare 
measures. These included the measures to enrich the cultural life of 
the society and also those designed to provide social security to the 
people (such as old age pensions and so on). Subsidies for and direct 
pro\ision of various merit goods and public goods were on the 
increase. State activities were also increasing on account of its efforts 
at redistributing income and wealth. 

Thirdly y the need to provide and expand the sphere of public goods 
was being increasingly recognized. The State was trying to shift the 
composition of national produce in favour of public goods and this 
necessitated the expansion of the investment activity of the govern- 
ment. 

Wagner’s law was based upon historical facts. It did not show the 
inner compulsions under which a government had to increase its acti- 
vities and public expenditure as time passes. His law was applicable 
to modern progressive governments only in which the State was inter- 
ested in expanding the public sector of the economy and undertake 
other activities for the general benefit. This general tendency of ex- 
panding State activities had a definite long-term trend, though in the 
short-run, financial difficulties could come in the way. “But in the 
long-run the desire for development of a progressive people will al- 
ways overcome these financial difficulties.”^ 

Wagner, thus, was emphasizing the long-term forces^ rather than 
short-term changes in public expenditure. He was also not concerned 
with the mechanism of increase in public expenditure. Since his study 
is based on the historical experience, the precise quantitative relation- 
ship between the extent to which public expenditure would increase 
and the time taken was not fixed in any logical or functional manner. 
The fact that, over lime, public expenditure had been increasing could 
not be used to predict the extent to which public expenditure would 
change in future. Actually, it is consistent with Wagner’s law to state 
that in future the State expenditure would increase at a rate slower 
than the national income though in the past it had increased at a 
faster rate. Thus in the initial stages of economic growth, the State 
would find that it has to expand its activities quite fast in various 
fields like education, health, civic amenities, transport, communica- 
tions, and so on. But when such an initial deficiency is met, then the 
increase in State activities may be at a rate slower than the over-all 
growth in the economy. 


^Adolph Wagner, Finanzwissenschafty Leipzig, 3rd edn., 1890, part I, p. 16. 
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Additional factors which contribute to this tendency of increasing 
public expenditure would include the necessarily growing role of the 
State in the increasing complexities of modern life. 

we note that population itself is increasing in most cases 
\ hich thus becomes a major contributing factor to the growth of 
public expenditure. The sheer scale of various public services has to 
increase in harmony with the population grovMli. For example, more 
schools, hospiL.Is, and such like services have to be provided to meet 
the extra needs of the growing population. 

Sccondlv, an increasing shift of population to the urban areas takes 
place. Existing cities grow and new ones come up. Urbanization imp- 
lies a much larger per capita expenditure on civic amenities. Also 
quite a good amount of incidental services like those connected with 
traffic, rout’s, and so on have to bo pro\i ’ed. 

Thirdly, it is noticed that prices have a secular tendency to go up. 
Though there are periods when prices have fellen, the ovcr-a’l trend 
has been for them to rise. 

rourlhly. ' size and nature of public services now involves 
specialization. The quality of the services improves, both as a his- 
torical fact as a’so due to circumstantial couipulsions. Better quality 
services and higher qualified administrators, technicians etc., imply a 
higher cost of providing the public ser\ ices. The government has to 
purchase a number of goods and services for its own maintenance also. 
With rising prices, expenditure on them also goes up. 

Fifthly, a modern government considers it a part of its duty to 
protect the economy from the evils of market mechanism. Accord- 
ingly, anti-cyclical and other regulatory measures are adopted. Efforts 
arc made to reduce the income and wealth inequalities and bring 
about social and economic justice. Quite a sizeable expenditure on 
various welfare and social security measures is undertaken and it tends 
to increase. 

Sixthly, modern governments have shown a tendency to run into 
debt and this leads to a subsequent increase in public expenditure in 
the form of increasing cost of debt servicing and repayment of the 
loans. 

Seventhly, the ideals of planning and economic growth arc being 
increasingly accepted and this implies an increase in public sector as 
also various efforts on the part of the go\*rnmcnt towards capital 
accumulation and economic growth. 

Wiseman -Peacock Hypothesis 

The second thesis of eht growth of public expenditure was pu^ 
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forth by Wiseman and Peacock in their study of public expenditure in 
UK for the period 1890-1955.® The main thesis of the authors is 
that public expenditure does not increase in a smooth and continuous 
manner, but in jerks or stcplikc fashion. At times some social or 
other disturbance takes place which at once shows the need for in- 
creased public expenditure which the existing public revenue cannot 
meet. While earlier, due to an insufficient pressure for public expen- 
diture, the revenue constraint was dominating and re draining an 
expansion in public expenditure, now under changed requirements 
such are-straint gives wray. The public expenditure increases and makes 
the inadequacy of the present revenue quite clear to every one. The 
movement from the older level of expenditure and taxa ion to a new 
and higher level is the ‘dhplaccment effect.' The inadequacy of the 
revenue as compared with the ‘required’ public expenditure creates an 
‘inspection effect ’ The government and the people review the revenue 
position and the need to find a solution of the important problems 
that have come up and agree to the required adjustments to finance 
the increased expenditure. They attain a new level of Ua.x tolerance.' 
They are now ready to tolerate a greater burden of taxation and as a 
result the general level of expenditure and revenue goes up. In this 
way, the public expenditure and revenue get stabilized at a new level 
till another disturbance occurs to cause a ‘displacement effect.' Since 
each major disturbance leads to the government assuming a larger 
proportion of the total national economic activity, the net result is 
the ‘concentration effect.' The concentration effect also refers to the 
apparent tendency for central government economic activity to grow 
faster than that of the sta'te and local level governments. British data 
are consistent with this finding, but its application to other countries 
needs verification. Moreover, this aspect of concentration effect is 
also closely connected with the political set up of the country. 

On the face of it, Wiseman Peacock hypothesis looks quite convinc- 
ing. But we must remember that they are emphasizing the recurrence 
of abnormal situations which cause sizeable jumps in public expendi- 
ture and revenue. In all fairness to the historical facts, we must not 
forget that on account of the advance of the economy and the structu- 
ral changes therein, there arc constant and regular increments in 
public expenditure and revenue. Public expenditure has a tendency to 
grow on account of a .systematic expansion of the public activities as 
also an increase in their intensity and quality. Increasing population, 


Wiseman and Allan T. Peacock, The Growth of Public Expenditure In the 
United Klt^dom, Princeton University Press, 1961. 
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urbanization and an ever-increasing awareness of the civic rights on 
the part of the public, coupled with an increasing awareness of its 
duties on the part of the State, leads to an upward movement of 
public expenditure. To an extent this public expenditure gets financed 
by e\er-ir creasing revenue also which IS made possible through the 
expansion and structuial changes in the economy. These days, in 
underdeveloped countries like India, the Stale is deliberately trying 
to increase its activities and makes an effort to finance those activities 
thn ugh various tax efforts. Esenin developed countries, the State 
finds that it has an increasing regulatory duty towards the economy 
to pri tect it against instability and excessive inequalities of income 
and wealth. Thus, NViscman-Peacock hypothesis is still a description 
of a particular tendency and docs not isolate all the relevant causes 
at w ork. 

It must be emphasized that apart from various factors like popula- 
tion growth, defence expenditure, urbanization, rising prices etc., 
which by themselves were pushing the public expenditure up, an 
important fo. <* in the field has been the failure of the market 
mechanism to let the economy achieve its various objectives efficiently. 
Inherent deficiencies of market mechanism make the economy a prey 
of economic instability, income and wealth inequalities, defective 
patterns of consumption, employment and investment and so on. In a 
number of cases the market mechanism is not able to pull the 
economy out of its vicious circle of poverty and launch it on a path 
of secular and rapid economic growth. Perforce, then, the sphere of 
government activities increases and has led to a corresponding in- 
crease in public expenditure also. 

The Critical-Limit Hypothesis 

Colin Clark in his “Public Finance and Changes in the Value of 
Money” (Economic Journal, December 1945, pp. 371-89) puts forth 
what he calls the ‘critical-limit’ h\ pothesis regarding tax tolerance. 
Colin Clark based this hypothesis on the inter-War data of several 
Western countries. The hypothesis is that when the share of the 
go\crnnient sector exceeds 25 per cent of the total economic activity 
of the country, inflation occurs even under balanced budget. To 
support his contention, Clark argues that when the government share 
of the aggregate economic activitv reaches he critical limit of 25 per 
cent, the income earners are so affected by reduced incentives (due to 
high tax incidence) that their productivity suffers. They produce much 
less than what they are capable of, leading to a curtailed supply. On 
the other hand, demand-effects of the government financing become 
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quite strong even if the budget remains balanced. All told, inflation 
results from this maladjustment between demand and supply. The 
basic defect of Clark’s hypothesis is its reliance on the institutional 
framework of the economy, and the choice of a definite figure (25%) 
as the critical limit. It would have been more acceptable to assert that 
in a market economy, increasing state activity leads to mounting 
inflationary pressures. As it is, quite a few countries have crossed 
the 25% limit without confronting significant inflationary pressures. 
Moreover, whether or not government's budgetary activities would 
lead to inflation also depends upon the manner in which public 
expenditure is incurred. 

Comparison between Private and Public Expenditure 

With regard to similarities between the public and private ex- 
penditures, we must remember that neither the private units nor the 
public authorities would like just to waste the expenditure wiihout 
any corresponding ‘return.’ Given the objectives to be achieved, each 
will try to achieve it with the minimum possible expenditure. Any 
shortfall on this front will be on account of inefficienev. uncertainty, 
lack of foresight and similar other causes. Another point of similarity 
between the two is that in both the private and public expenditures 
there is an element of flexibility, though it is generally more in the 
case of public expenditure. Both private economic units and public 
authorities take a collective view of the income, expenditure and the 
possibilities of adjustments in each. While an individual will consider 
the possibilities cf shifting Jiis total time between an effort to earn 
and leisure, and a firm will think of the cost of earning more and 
spending more, the public authorities will compare the effects of 
additional revenue raising efforts with the results of extra expenditure. 
It must also be remembered that in each case there can be more than 
one way of raising additional income. 1 he authorities, fur example, 
can plan to raise the additional tax or non-tax revenue, or borrowing 
or even raising taxation in various forms. There are, therefore, 
problems of over-all efficient and integrated management of finances. 
They are related to the alternative wa. s in which finances can be 
raised, the efforts needed to laisc them, the effects of such revenue 
efforts and the corresponding benefits of the expenditures which arc 
to be incurred. It is also obvious that depei ding upon dtffeicnt 
circumsU'nces prevailing at the time, the net equilibrating solution 
will differ. While in some cases a larger tax and expenditure level 
might be indicated, in others the amount indicated will be smaller. 
Similarly, in the case of private finance, we have different levels at 
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which the solutions will be found. 

However, while private and public expenditures are similar in their 
over-all and complex ramifications, the dissimilarities between them 
are also quite glaring. The first such dissimilarity is the objective with 
which the expenditure is increased. In the case of an individual econo- 
mic unit, generally it will be an exchange relationship which W'ill 
determine the mode, pattern and volume of expenditure. As a con- 
sumer, an individual will be equaling the marginal utility of the good 
(or service) purchased against the disutility of expenditure. A com- 
mercial economic unit will be comparing tlie private marginal returns 
from an expenditure with the amount spent. Public authorities 
however cannot and do not always adopt ci'mmercial attitude towards 
their expenditure plans. They have to look towards the social benefits 
which will be generated in the process of their expenditure activities. 
And in quite a few cases these social benefits are vague 'uid immeasur- 
able. The State has to impute social valuation to these benefits and 
decide whether it is worthwhile undertaking these expenditures or 
not. Also, the.v are certain Stale expenditures which are in the nature 
of bringing about social and economic justice in the field of income 
and wealth distribution. The benefits of such State expenditures again 
cannot be evaluated directly. 

Keeping in view the fact that the State is the guardian of the social i 
welfare and the economic and social health of the society, quite a few 
items of expenditure arc not related to the cost of providing the 
necessary services. These services can be in the nature of social secu- 
rity and some of them arc meant to be of long-term benefit to ihe 
society. An individual has a limited horizon and will plan the future 
only within a foreseeable future. The Stale will take a vety long view. 
It is with this end in view that the Stale may even plan to incur 
public expenditure in such a w^ay that it runs into a kind of perma- 
nent deficit. A private economic unit cannot do so. These davs, most 
States arc finding the philosophy of functional finance a better ap- 
proach than the traditional approach of prudish budgeting accorchng 
to which deficits or surpluses could only be temporary. The objectives 
of public expenditure are now far wider than imagined earlier. 

PURE THEORY OF PUBLIC EXPENDITURE 

Public expenditure theory, traditionally, received only a scanty auen- 
tion till recently. Partly, this lop-sided intciest in the theory oi public 
finance is explained by a general acceptance of the philosophy of 
laissez-faire and a belief in the efficacy of free market mechanism. 
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Under this reasoning, the State had a limited and set necessary func- 
tions to perform for which it needed to raise the requisite rexenues. 
The problems, therefore, was mainly the determination of the ‘best’ 
way in which the required revenue could be raised. However, with 
the advent of welfare economics in which the role of the State is ex- 
plicitly recognized and in which budgetary operations assume a signi- 
ficant role, theory of public expenditure started attracting increasing 
attention. This tendency has been further reinforced by the widening 
interest of economists in the problems of economic growth, planning, 
regional disparities, distribiitixe justice and the like. 

The theory of public expenditure may be discussed in the context 
of the ‘range’ of public expenditure and/or in terms of the division of 
a given amount of public expenditure into different items. The former 
of the two parts may also be conceived in terms of allocation of the 
economy’s resources between providing public goods on the one 
hand and private goods on the other. Partly, we have had the occa- 
sion to discuss it in terms of the principle of maximum social ad- 
vantage (through which the optimum size of the budget is sought to 
be determined) and partly through a discussion of Lindahl's solu- 
tion. It would be recalled that Lindahl's solution was attempted 
along with the objective of providing the State services at full cost to 
the members of the society and apportioning the cost of service 
between different beneficiaries on the basis of their respective pre- 
ference-scales. The second question facing the theory .of public 
expenditure has widened the field of discussion and analysis and now 
we have many diverse areas to which the theory of public expendi- 
ture has extended itself. The theory, for example, has tried to address 
itself to the question of what public expenditure wants to achieve for 
the members of the society. In technical terms it would mean 
specifying the objective function of a public expenditure project. This 
would obviously involve steps of identifying the restricting conditions 
(or constraints) upon the achievement of this objective function, the 
use of cost-benefit analysis, the use of important determining variables 
like the interest rates, and the treatment of risk and uncertainty asso- 
ciated with any project. Such a wide coverage obviously admits of 
mathematical models which may be quite simple or sufficiently com- 
plex with the help of which various rules of public expenditure are 
derived. Such models have been developed by Lrisch, Tinbergen and 
Theil etc. at macro-level while there arc other models dealing with 
decision-making problems at local and other micro-levels. The 
abstract theory of public goods and public expenditure started with 
the recognition of the fact that in public expenditure areas the con- 
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ventional theory of value breaks down and starting with Wicksell, 
Lindahl and others, the mathematical model building and abstract 
treatment of the theory have become quite advanced at the hands of 
Samuelson, Musgrave and the >oimger ‘’conomists. 

As noted ab(;ve, the starting point of the iheorv' of public expendi- 
ture IS the failure of the market mechani^ni to respond fiilK to the 
true needs of the society. Or to put it dinerentK, market mechanism 
is not able to bridg* the gap between pri\ate and social costs on the 
one hand and private and social benefits on the other. In this section 
we shall briefly mention the difficulties which the theory of pubi c 
expenditure faces when addressing itself to the topical questions. It 
may however be added that greater the imperfections of the market 
mechanism with reference to the chosen objectives of the society, 
greater would be the need for the authorities to expand their activities. 

It is obvious that the public expenditure theory can be satisfactory 
only when it is able to provide a simultaneous determination of the 
tax payments also. Samuelson has shown that it is difficult to devise 
a mechani'-m .hich could generate proper signals regarding the true 
preferences of the society. Moicover, even if we arc able to devise a 
fulproof signalling system to ascertain the preferences of the society,, 
the same may be inconclusive or contradictory. Arrow provides a 
classic illustration of such an inconclusive result. Supposing there are 
three individuals and there arc three alternatives A, B, and C to be 
arranged in descending order of preference. Assume that the three 
individuals have the following voting pattern: 

Individual 1: A preferred to B, and B preferred to C 

Individual 2: B prefeired to C; and C preferred to A 

Individual 3: C prcferied to A; and A preferred to B 

We find that A is preferred to B by a majority vote, and B is preferred 

to C by a majority vote from which it follows that A is preferred to 
C by a majority vote. But the voting pattern also shows that C is 
preferred to A by a majority vote. The signal regarding the community’s 
preference is therefore inconclusive. 

Similarly, suppose that people choose not to have any public goods 
at all. Should it mean that the State should cease to exist? Actually 
we know that there is a critical minimum of public ser\ ices which any 
State must provide such as defence. Jaw and justice. Also there are 
many contractual payments and other traditional expenses which the 
State is under obligation to incur such as debt servicing, payment of 
pensions, salaries etc. Moreover, with the passage of time, there is an 
inherent tendency for public expenditure to increase. It is in this, 
context that we have the theories of Wagner and Wiseman and 
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Peacock (discussed above in this chapter). 

1 he range of State activities is widening and is no longer confined 
to any pure public good (actually it is difiicult to come across many 
pure public goods; most of them will have only a dominant publicness 
in them). Moreover, as is now recognised, the State activities are 
increasingly covering distributional, welfare, planning, growth and 
other areas. They arc also keen on expanding the supply of merit 
goods and forcing their consumption upon the members of the 
society. A whole set of questions relating to public utilities and other 
public enterprises has cropped up. Same is the case with public debt — 
an instrument through which public expenditure can be financed and 
which can also be used as a policy tool in many fields. In a way, 
therefore, it is very difficult to handle the theory of public expenditure 
in its pure form, when it comes to the practical aspects of the 
problem. 

Kinds of Public Expenditure 

It is conventional to classify public expenditure into various econo- 
mic categories. Accounting classification has been there for centuries 
because it is through this classification that the State executive main- 
tains an effective control and check over public expenditure and 
possible leakages and wastages, diversions and misappropriations. It 
may be departmental classification or classification according to heads 
of expenditure.* Such a classification is good for auditing and for 
-safeguarding against misappropriations, etc., but it does not help us 
in understanding its effects. It is, therefore, difficult to formulate an 
appropriate expenditure policy on this basis. In the same way, a dis- 
tinction between obligatory (or legally committed) expenditure and 
optional expenditure can only highlight the constraints under which 
the government’s budgetary policy has to work. It cannot bring out 
fully the possible effects to different expenditure policies.’ These days, 
however, an increasing need for a useful and effective classification of 
public expenditure is felt. It is only through such classification that 
the economic effects of various State activities can be gauged and 
proper policies formulated. A fuller discussion of the economic 
■classification of the government budgets will be taken up in a later 
portion of the book. Here, hov'ever, we can take up two classifications 
of public expenditure, each of them indicating an area of possible 
effects on the economy. 

‘Hugh Dalton, Principles of Pnhlic Finance, 1954, p 144, 

'^See A C. Pigou, A Study in Public Finance, 3id edn , Ch. V. 
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Productive and Unproductive Expenditures, The first one is the 
distinction between productive and unproductive expenditure. The 
accepted approach here is to emphasize that while some expenditures 
were in the nature of consumption, others were in the nature of 
investment and helped the economy in improving its productive 
capacity. Under the laissez-faire philosoj hy, the only productive 
public expenditures would be those which vere incurred to create 
and maintain social overheads. Expenditures on administration, 
defence, justice, law and order, and maintenance of the State were 
unproductive. Adam Smith believed that an economy added to its 
productive capacity in the long run onl> tin ough additions to its 
capital stock and production of tangible goods. If we extend this 
logic to public expenditure, it will follow that only those public ex- 
penditures were productive which created some tangible assets in the 
economy such that those tangible assets, in their turn, enabled the 
economy to produce more in future. Some people w'ould like to 
adhere to the usual classical thinking in which the government sector 
is considcr#-/i somelhing foreign and alien to the economy proper, 
fn that case, only those public expenditures wo Jd be productive 
which added to the tangible assets of the government, or more preci- 
sely income-yielding tangible assets of the government. Public expen- 
diture may be on various public enterprises of commercial type. The 
government could be changing for the services of these enterprises to 
pav for them. They could even be a source of profit to the autho- 
rities. Depending upon the pricing policies and other factors, such 
public expenditures may be self-liquidating partially or fully; that is 
to say the government might be recovering the public expenditures 
from the beneficiaries of these projects. 

It is obvious that such views are deficient in their analytical and 
realistic contents. Basically the government sector is a part and parcel 
of the economy as a whole and must be considered as such. Accord- 
ingly, whether an asset is added to the ownership of the government 
or to that of the private sector should not be the determining factor 
in deciding about the productiveness or otherwise of any public 
expenditure. 

Secondly would also follow' that there would be many assets 
which would not be incorne-vielding to the government, but which 
would be rcalK necessary for the proe ctive efficiency ol the eco- 
nomy. Such assets ought to be termed productive e\cn though on 
normal commercial considerations thev arc not. Parks, water-works 
and similar goods and services whici add to the productive efficiency 
-of the economy mqst be viewed as productive assets and expenditure 
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on their creation and maintenance as the productive expenditure. 
Such public expenditure is, therefore, also self-liquidating in an in- 
direct manner. There will be an increase in the national product and 
the authorities will be able to collect, even without raising the tax 
rates or their coverage, an additional revenue. 

Thirdly, it is not necessary that the so-called productive assets must 
be in some tangible form only such as buildings, machinery and the 
like. The productive power of the society can reside in the form of 
human wealth also. It can manifest itself in different forms. If 
through education, training, health, better living conditions, belter 
labour relations, etc., the working population of the country can 
add to its productive power, the expenditure on such items should 
certainly be termed productive. Even if some of these expenditures 
do not add to the productive effort and national income, they will be 
adding to the enjoyment of the people. Of course, just as some tangi- 
ble assets can be useless, so can be some expenditures on particular 
types of education and training, etc. But that is a question of choos- 
ing proper forms of education and training which would be useful 
for the economy. 

Fourthly, there are certain public expenditures without which the 
economy cannot live and cannot maintain its productivity. Rather 
in many cases such expenditures indirectly help the economy in at- 
taining higher levels of productivity. Examples are those of defence 
expenditure, expenditure on research, and so on. Even eflicient ad- 
ministration, postal and telegraph services, etc., will be indirectly add- 
ing to the health and efficiency of the economy. Therefore, a precise 
distinction between productive and unproductive public expenditures 
is not easy. Each case has to be judged on its own merits. Basically, 
we may take the position that any wasteful and avoidable expendi- 
ture is unproductive, while all the necessary and relevant expenditure 
is productive. 

Transfer and Non-Transfer Expenditures. This classification was 
favoured by Pigou. An expenditure may be in the form of a payment 
which is without corresponding transfer of real resources or their use 
by the State. For example, the State would be paying interest on its 
debt, or would be paying old-age pensions, or unemployment bene- 
fits, etc. In these cases, the government is simply transferring the right 
or claim to use the goods and services to certain sections of the 
society. With the acceptance of the philosophy of a welfare State, even 
some transfer expenditure may become a non-transfer dne. Non- 
transfer expenditure is that by which the State pays for its purchases 
or use of goods and services. While in the case of transfer expenditure. 
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the beneficiaries are to decide about the use of real resources, in the 
case of non-transfer expenditure, it is the State which uses the 
resources straightaway. Such a use of resources by the State, of 
course, may be for consumption purposes or for investment purposes. 
Expenditure on defence, education and such like things are all of non- 
transfer or ‘real expenditure’* t\pe as are the investment expenditures. 
It must, of course, be remembered that when the government incurs 
a real expenditure, it is not implied that the government will neces- 
sarily purchase at the market rates. For one reason or the other, the 
government may be purchasing at concessional rates or at non- 
economic rates. 

Canons of Expenditure 

Like canons of taxation, people have propounded canons of public 
expenditure also which should go\ern the publ'c exi '•nditure deci- 
sions. Some of ihese canons are in the nature of administrative safe- 
guards while others are expected to be of help to the economy and 
society in thr'i diverse objectives. It, of course, goes without saying 
that these canons arc only broad generalisations and detailed guide- 
lines have to be worked out in each specific case. 

{\) Canon of Econontv. The resources of the economy are always 
scarce compared with its need-.. No wastage should, therefore, be 
permitted. Public expenditure is the financial counterpart of the 
resources which the government uses up directly or places at the 
disposal of certain sections of the societv' for this purpose. It is there- 
fore, essential that the process of public expenditure should not in- 
volve the use of resources more than w'hat are just nece«'sary. Utmost 
care must be taken to avoid wasteful usage of public fund--’. And as 
the sphere of government activities increases both in coverage and 
quality, it becomes all the more difficult to judge the ^xact type and 
extent of wasteful expenditure. Therefore, still greater care and a 
scientific approach towards the assessment of the required expenditure 
is needed. 

One form of wastage of public expcndiiurc is the delay that often 
accompanies in formulating the plans of public expenditure, their 
sanction and their execution. On account of the faulty planning and 
execution and the delays involved, some benefits are lost; or to put it 
differently, for given benefits the authorities vav more. Furthermore, 
on account of delays, when prices are rising, costs themselves go up. 
These days, various costing methods have been evolved for use of 


'Oalton, op. cit., p. 145, 
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continuous check on various cost elen;ents of projects, especially the 
manufacturing ones. The authorities al.so use these methods in a 
number of such projects. In quite a few projects, the cost-benefit 
approach is adopted in which the social cost and social benefits of a 
project are estimated (including an imputed valuation of the intangi- 
ble social costs and benefits) and then the worthwhileness of the 
project is decided. It must, however, be noted that the techniques of 
costing ard cost-benefit anal\ sis arc not applied to all the items of 
public, expenditure. And there are certain expenditures which are 
contractual. The au'horities are under obligation to incur them (such 
as interest on public loans) and the question of economy in their use 
just does not arise. 

(2) Canon oj Sanction. This canon asserts that no public funds 
should be used v\ ithout prciper authorization and further that funds 
must be used only for the purpose for which they have been sanc- 
tioned. In a democratic set-up, it is the legislature which sanctions the 
expenditure on demand by the executive authorities. The idea is that 
such a restriction would avoid unscrupulous and un* anted expen- 
diture and will al.so be a check against misappropriation of funds. 
Given the authority by the legislature, detailed authorizations are 
worked out and at each stage the spending unit has to have the 
sanction and approval of the appropriate authorities. Since, however, 
there can al wavs l e cmerg'ncics and delays in getting the sanction 
of the legislature for additional funds, a certain (lexibiliTy is granted 
in a number of cases up to a margin. 

(3) Canon of Benefit. This is clearly related to the canon of eco- 
nomy. Actually economy of expenditure is a relative term and not 
an absolute one. Any expenditure is to be viewed against the benefits 
that will accrue from it. Canon of benefit aKo says that the public 
expenditure should be incurred only if it is beneficial to the society. 

Now the beneficial nature of public expenditure can manifest itself 
also in the form of various effects on income and wealth distribution, 
effects on product! vn, and so on. In the final analysis this canon 
leads the authorities to observe the ‘principle of maximum social 
advantage’ which we have already discussed in an earlier part of the 
book. The additional consideration here would be that it may be 
possible to re-allociite the same pub ic expenditure between different 
items in a manner which increases social benefit. The authorities 
should, therefore, try to choose that combination of items for public 
expenditure which col’ectively maximize the social benefit. 

(4) Canon of Surplus. This canon should actually be interpreted to 
mean that the government should avoid deficit budgeting, at least a 
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persistent one. It should always try to be prudent and sbou'd aim at 
meeting its current expenditure needs out of its evrrent revenue. It 
should not ovcr-spei d and run into a debt. Since it may not be 
possible to avoid some deficits, it would be belter if the general effort 
is directed at achieving a moderate surplus. Such moderate surplu<^es 
during some years w i 1 take care of reasonable but unavoidable defi- 
cits during other years. If on account of war, etc., a large deficit has 
to be incurred, then the government should try to pay off its debts as 
soon as possible. 

This canon, however, no loiiger fmas favour with the fiscal autho- 
rities or with economists in general. This canon was an off-shoot of 
the laissez-faire philosophy . These day.->, however, the regulatory role 
of the government is recognized in an increasing measure and there- 
fore the choice of a sui plus or a dePcit budget is left to be decided 
on the merits of the case. TIuin durii g depression in a developed 
country, the government would do well to run into a dene it to stimu- 
late demand and production. Objectives of stabilization and eeonomic 
growth may n.- '‘•'^'tate recurring deficits Resource mobilisation efforts 
man underdeveloped country often necessitate a deficit financing. 
It is a concealed taxiition through which the government appropriates 
additioi al resources o( the ttono.n. which can be used for capital 
formation. In the growth pioccss. the bart'm sector of an under- 
developed economy gets increa'ingly monetised while the economy 
itself grows in con. plexities. In order to help and sujtain this pro- 
cess, the financial and credit strucluic of the economy must also 
develop along healthy and efficient lines To this end. deficit finan- 
cing, through resultant ir.cieasc in nioncy supply and public debt, 
provides the necessarv credit base. 
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Ideas regarding the need and the effects of public expenditure have 
varied over time. The earlier approach was closelv linked with the 
philosophy of laisscz-faire according to w hich the best government 
was the one which governed the leasi. It was argued that every one 
was the best judge of his own interests and that the government could 
not be expected to take any decision which was basically superior to 
the private ones The onl> sphere where the government could legiti- 
mateh operate was the preservation of the society, and undertaking 
those activities wliich were needed by tlie economy but were commer- 
cially unprofitable. It was this logic which delimited the State's legiti- 
mate sphere of activities to defence, law' and order, lustice, adminis- 
tration and social overheads. 

However, the fact that the market mechanism failed in many 
respects to bring about the desired results in the economy, forced an 
increasing intervention on the part of the State. This not only led to 
a rapid growth in the government sector and public expenditure but 
also fed various analytical h\potheses concerning public expenditure. 
However, we find that on account of the basic differences in the 
approaches adopted by various writers, we have no general agreement 
as to the wav in which public expenditure can be used and the way it 
would affect the working of an economy. Thus, we find that some 
authors have characterized public expenditure as a potent tool for 
bringing about income and employment stability in the economy. 
Others are sceptical about the very possibility of using public expen- 
diture usefully. To them public expenditure is a sheer waste and 
therefore a burden upon the economy. Still others would look at 
public expenditure as a major weapon for bringing about an egali- 
tarian society-through various welfare measures and so on. 

Let us, however, proceed with the recognition of the fact that the 
government sector is a part of the economy and that it should be 
treated as such. It is a different thing, of course, that just as different 
sectors of the economy arc interdependent and have influence on each 
other, similarly, the government sector also is interlinked with the 
rest of the economy. But there is one major difference. It is that the 
private sector of the economy is guided by the market medianisro 
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while the government sector can be used by the authorities to bring 
about certain changes in the economy. Within limits, the government 
sector can flout the laws of the market. It is also an important means 
of directing the working of the rest of the economy. It is this intricate 
relationship between the government sector and the rest of the econo- 
my which spells out difFcrent possible cflecU of public expenditure. 

Public Expenditure and Economic Stabilizations 

It is a well-known fact tliat the market forces by themselves leave 
much to be desired in the field ot economic results. The more ad- 
vanced and free the market mechanism, the more prone the economy 
is to fluctuations in income, employment, and prices. It is for this 
reason that with the development of capitalism, free enterprise eco- 
nomies came to experience cvcr-slronger trade cycles. According!}, 
the need to use some cffecti\c anli-c>clical measures war recognized — 
more so since the havoc which the Great Depression of the 1930’s 
caused. Keynesian diagnosis of the basic cause of the ills of a deve- 
loped market Lw.>iiomy was the deficiency of enbetive demand which 
was caused on account of a low' marginal propensity to consume 
coupled with a low marginal cllicicncy of inve tment. lie therefore 
advocated a con'inuous injection of adoiiional purchasing power in the 
market through stimi lalion of inves'n entard consumption activities 
and through direct public iwestment. ihis direct investment was a 
part of the public cxpoiidiliire. Such a public expenditure was meant to 
directlv add to the cHcctivc demand in the m irket and generate a 
high-value multiplier bv distiibuting ii come to those sections of the 
population which liad a high nuiguial pronmsilv to coaMime. The 
addition to demand bv such sections would also stimulate investment 
activity and thus through an all-round increased demand, the depres- 
sion could be overcome, Kc}nesian prescription was basically directed 
towards curing a state of depression - but the logic of the argument 
can also be extended to that of curing an inflationary situation. To 
put it differently, Kevnesian policy prescription can be developed 
into a scheme of compensatory finance -correcting the deficiency or 
excess of demand by the private sector of the economy. During a 
depression the Slate was expected to increase total spending in the 
economy. And this could be done, if need be, through deficit finan- 
cing. Public borrowings, to the extent they c,.inc out of savings of the 
people, would help in the stimulation of over all demand when they 
were spent. This would be more so, when the savings of the people 
were not finding an investment outlet, due to an all-round deficiency 
of demand. 
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Similarly, if deficit financing i\as being met through creation of ad- 
ditional money, the stimulating effect of additional pubKc expenditure 
would again be felt. In either case there would be a net increase in total 
expenditure and demand floAS in the economy. During a boom, on 
the other hand, the need is to curb extia demand, 'fhis may be done 
through reducing public expenditure while maintaining the same 
amount of taxation and 'or borrowings. Here taxation would drain 
away some of the purchasing power from the hands of the people and 
public borrowings would be in the same way cut into market invest- 
ment (since market savings are not likely to go uninvested on account 
of good investment opportunities). Thus a curtailing of public expen- 
diture would restrain the inflationary pressures. 

It must be remembered that the use of public expenditure as an 
anticyclical weapon implies the existence of a well-knit and sensitive 
market mechanism where, tlirough the free working of the input- 
output relationships between ditferent industries, any change starting 
in one industry spreads to the rest of the economy. It is necessary 
that such spreading out of effects should be c\en enough ai d without 
undue time lags. And if a depression is to be cured through stepping 
up of demand, then there must be adequate unutili/cd excess capacity 
in the economy. If these assun ptions aie satisfied, then the authorities 
have to concern themselves only with the aggregate demand and not 
with the particular directions in which it is flow ii g. sii ce through 
the interaction between den and flows and supply flows.an automatic 
adjustment takes place In a market where there are technical and other 
rigidities, the effect created in one sector may not evenly spread to 
the others. It must be noted that such rigidities are not absent even 
in developed countries As a result, under such circumstances, public 
expenditure no longer remains a simple and easy tool. 

The authorities have to regulate not only the total magnitude of 
demand in the economy, they have also to ensure that the subdivisions 
of the demand flows match the supply flows. Public expenditure as 
anti-cyclical tool will have to be devised in a detailed manner. If this 
care is not taken, and if the authorities use public expenditure just to 
stimulate demand in general, then such a stimulating effect will be felt 
only for certain items while many other industries and areas would 
remain unaffected, or would be affected only partially. Acstually, it is 
quite possible that while some sectors of the economy ate suffering 
from lack of demand some others might be groaning under inflationary 
pressures on account of too much demand. Similarly, it is also 
possible that when the government reduces its expenditure to curtail 
over-all demand, the effect is more or less concentrated in the in- 
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duslrics for which the government reduces the expenditure direct!). 

As is welhknown, an underdeveloped country sufTers from far 
greater rigidities than do the developed countries. Shoitagcs of parti- 
cular materials, machineries, skilled labour, and means of transporta- 
tion and comniuiiication arc common. 1 here arc gaps in the form of 
absence of certain indiistiies or adequate productive capacity therein. 
Various kinds of institutional and legal restrictions prevent a prc’pcr 
and quick market response on the pan ofdilTcrent sectors of the eco- 
nomy; and it may be the case c\cn with those sectors to which public 
expenditure is applied directly. a result tlic pioMcm of bringing 
about economic stability is far nunc coiuplcx in this case. 

Aiunher factor winch cunuibutes to the co.»ipI?\it\ o( lUc problem 
is tl.c fact that an underdeveloped economy is having generalh 
speakirg, inelastic demand for essential maintenapcc imports v\hile 
demand for its exports is quite \ cak. flic result is tl at if the world 
prices for its export fall, llii'. counlrv is foiccd to disticss sales; while 
if its in«port piices increase, its cost-price lev v,l v ill be pushed up. 
Ordiraril) underdeveloped coiinti v (kAsnot have much dcfcrcc 
against this type of instvibihtv. Public c\pendilutc cauiiol rei..cd,v tl:c 
situation to a siillicienl degicc. Normally, through cxpoil and import 
duties, it should be jiossihnc It) bring about desiied cha ges in cxpoits 
a>id imports, but under unfavourabk conditions, this is gei.eially not 
eiTeciivc cnougli. And for some couiiliics, recurring balance of pay- 
mcnl'i problems add to their difficulties. 

In summary, vc ma\ sav lha: in underdeveloped countries, public 
expenditure as a gencial weapon agaiUN economic j. slabilit. has only 
a limited use; a verv detailed programme has tn be • orked out to 
meet the specific problems on hand and even then publu expenditure 
alone mav not be adequate to overcome the diffcultics. A careful and 
judicious combination of the import and cxpoil subsi fies. duties and 
other steps has to be used for achieving efieelivc results. 

Public Expenditure and Production 

Public expenditure can help the economy in numc’‘ous ways in 
alLaining higher levels of production and growth. The various ways in 
which such effects n ight be brought about arc obvi i’sl\ inicr-rela'cJ. 
The analysis of these effects can be taken up separately in the context 
of developed and underdeveloped cconom''s. 

Let us first take up the case of a developed market economy. Such 
aq economy has enough of flexibility but may be suffering from a 
deficiency of effective demand. Public expenditure can add to the 
effective demand directly and thus generate conditions favourable for 
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the market forces to push up production. Actually such public in- 
^estment need not be productive in the sense of adding to the supply 
side of the market also. This public investment can just be a means 
of disbursing purchasing power to those who would spend the same 
and add to the effective demand. 

But the technique of increasing production through increasing 
demand becomes ineffective once the level of full employment is 
reached. Money income goes up but real income does not increase 
correspondingly because real income depends upon the use of real 
resources. If, therefore, demand is pushed beyond full employment, 
it will only add to the inllatioi ary pressuies. It may be noted further 
that the public expeni'iturc may not be able to push up production 
proportionately because of various rigidities from which even a deve- 
loped economy is likely to suffer. For example, some industries may 
not ha\e unutilized excess capacity when demand goes up. In some 
industries monopolistic practices may be in vogue and there can be 
strong militant trade unions. Under different technical and other 
types of rigidities the economy ma> not be able to respond fully to 
increase demand. The result is likely to be a partial iiiciease in pro- 
duction when demand increases through the use of public expenditure 
and the results can be quite inflationaiy be>ond a limit. Once we 
recognize the rigidities from which a de\ eloped economy may be 
suffering and the corresponding lack of complete interflow of 
demand between its various sectors, the ct existence of inflation and 
unemployment cannot be ruled out. In such a case the authorities 
cannot be indifferent as regards the manner in which public expen- 
diture generates additional demand in the economy. Specific details 
of public expenditure would have to be decided so as to achieve 
selective additions to demand along those lines which suffer from 
shortage of effcctise demand. 

The case is a different one with underdeveloped economies. Such 
economies are characterised by a low level of saving and investment 
activity. This deficiency, again, may be remedied by stimulating private 
saving and investment, or through direct public saving and investment, 
or both. Thus in underdeveloped countries, there is a shortage of 
social overheads, skilled labour, capital equipment and machinery. 
A number of importfint and basic industries either do not exist or 
need to be expanded. Public expenditure can be directly used to create 
and maintain social overheads. It can also be used to create human 
skills through education and training. In India, we find a gOod deal 
of regional disparities. Certain districts, or parts thereof, have been 
enlisted as economically backward. Various tax concessions and 
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credit tacililies are being provided for setting up industries in these 
areas. Public expenditure can be used to provide the necessary 
economic infra- structure for the dcvciopmciit of selected economic 
activities and can be used to give subsidies lor incicasing their pro- 
fitability. Thus the authorities can add to the process of capital 
accumulation. To the extent that this capdal formation is financed 
through foreign aid, the prciccss ot economic growth is accelerated. 

In this process of acceleiating capital accumulation, the authorities 
have to take a few precaiitioiH so a-* to maximize the benefits of 
public expenditure and to avoid the pos’^ible harmful incidental 
effects. 

Firi>tl}\ these vaiious projects have generally a long gestation period. 
That is to sa}, it will lake a Ituig lime bcfoie these projects can start 
>ielding output. Suni’ai Iv . some I thcr forn s of puldic expenditure 
(such as on education) will hcoe o*ily hmg-term beneficial effects on 
production. But there vill be an ad lition to money income right 
from the beginning. In the shori-iun iluiefott, thev will tend to add 
to the inflauona.*> pics>inc> llcnec, care must be taken that in- 
ilaiionaiy prcssuics do ml get out hand during the process of 
development. 

.9eco//c//r, on account of faulty planning and execution a lot of 
wastage can take place in public expenditure, h hi*- must be avoided. 

Thirdlw because lesourccs are limited compared with their need, care 
must be taken to choose the mo>t appropriate and most useful pro- 
jects. A proper cost-bcncfit studs has io be tal.cn for each project as 
also its relation with other industries in terms of input-ouiput coeSi- 
cjcnts. Emphasis must be laid on industries to uhLh for v.n.ous eco- 
nomic and social rca'ons a high priority is accorded a^.d which 
satisfy the cost-bcncfit criteria. 

Fourthly, a careful decision has to be taken regarding the volume 
of public expenditure in various projects and on various measures 
expected to stimulate private investment. An underdeveloped eco 
nomy has some untapped resources, but the extent to which they can 
be utilized in the near future and the extent to which they can be 
shifted from one use to the other mav be limited. Accordingly, the 
extent and composition of public expenditure are closely linked with 
.the way this expenditure is financed. Financing the public expendi- 
ture through resorting to printing press or bon owing from the central 
bank of the country will add to the aggregate demand in the country. 
Such a course, therefore, has to be reviewed constantly for its 
possible inflationary effects. Financing of public expenditure through 
market borrowings or taxation will drain the private sector of the 
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corresponding investiblc resources. Therefore, the net effect will 
depend upon the uses to which these funds were being put up by the 
private sector and the uses to which the^ arc put through public 
expenditure. A derailed analysis of the (low of funds and the changes 
therein on account of all these public policies must be made on a 
continuing basis in order to achieve the best possible results. 

Public expenditure may also be used to encourage the market sec- 
tor of an underdeveloped economy for contributing to the process 
of economic growth. It is not necessary that all the additional invest- 
ment should be in the form of direct public investment oi ly. Public 
expenditure can help private investment and production through 
measures which reduce the cost of production, ^ r push up demand 
or remove particular sJiorlages and bottlenecks. Creation aod main- 
tenance of social overhea'is would lead to an all-iounJ reduction in 
cost of productuwi and improvement in efficiency. This, thLrefore, 
increases prolilability and pro<’nction. Also sucial overheads bring 
different regi*^ ns and sectors of an economy in closer contact and 
thereby stimulate the pre cess of ccoiu my growth. Also public in- 
vestment can g) dncctly into the devolopmeit of basic in d key 
industries, power, irrigation and mines etc ihrough these steps the 
economy can a Id I ) its \> Irastiuctuie a id lluis provide a fnin basis 
for growth. 

Public expenditure can* be used to cicale dcirai d for various pro- 
ducts, and thus stimulate private prouuctiv n. A policy of pin chasing 
indigenous goids, like typcwiitcrs, lan^. etc., vmII help don estic 
industiies to grow. And, if such a demand is diicctcd towards the 
products of small sca’c and ctntage industries, then theic will loa 
relief on i\v' Ciuployment f*ont also. Those indust’ies, bci”g ’abinir- 
intensive, will help the ecoi oiny in icdecing unemployment. 

Public sector investment can be specifically directed towards cica- 
tion of particulai supplies and facilities, which form important and 
necessary inputs for other industries. Imports of essential raw mate- 
rials can be arranged and special labour skills can be developed. 
To put it differently, public expenditure can be utilized as a means 
to remove numerous shortages U'ld bottlenecks in the way of pro- 
duction. Public expenditure can be effectively used in reducing 
regional disparities also. Industries, especially of particular type, can 
be subsidized and otherwise helped through loans, etc., if they arc 
established in particular regions. In the same way, a larger production 
of public expcndituic on social overheads can be devoted to these 
areas. Educational and training facilities can also be piovided as a 
further aid in reducing the regional disparities. 
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Research and de\elopnicnt arc important and hc’pful activities 
which must be undei taken in a full measure. New, cffectiNC and 
cheap methods ot prediction can be found whcicby local resources 
are used and a savii g in impoits and iorcign change is circclcd. 
New products can be invented which will help the economy in its 
various prouuctive activities. In these diverse wa>s, the economy 
can be helped in cfTecling a re al'ocatitm of its resources and in the 
process of economic ^n ovvlh. 

Public Kxpeuditure and Lconontic Growth 

The factrrs disci sseu above vvoild enable iis to •^ec the role (d 
public expeniiiture in ecjnoniic gimvlh also. In a developed country, 
through economic stabil»/ation, immlation of investiuer.t activity 
and so on, public cxpcmdlure maintains ci rale ('f growth which is 
a smooth one. in an unde developed country, public c\,xnditiirc has 
an active role to play in reducing regional disparities, developing 
social overheads, creation of infrastiucturc of economic growth in 
the form .d n m port and c*)!!'! unicatioji facilities, education and 
training, growth of capital g.>ods industries, basic and kc\ industries, 
research and development and so on. Public expenditure has a great 
role to plav in the form of aimulating saving and capital accumu- 
lation. 

One way in which public expeadilure is expected to alfccl the pace 
of economic gro'>vth is the will a id capacity of the people to w ork, 
save and invest. In this conrcction, the exact elfcet will depend a lot 
upon the precise form and iiiagniludc of public expenditure as seen 
in the context of accompanying circumstances. Now' vvhuii nublic ex- 
penditure is incurred, by itself it niav be directed to pe ticular in- 
vestments or may be able to bring about a re-allocation of the inves- 
tible resources in the private sector of the economy. This effect, 
therefore, will be basically in the nature of rc-allocation of resources 
from less to more desirable lines of investment. But whether or not 
there will be an addition to the total investment activity depends 
upon a number of additional factors. It will partly depend upon the 
will of the people to work. There arc conllicling views as to whether 
public expenditure increases the wall to work or darnpens it. Some 
welfare expenditures might lead to an effect in either direction. Simi- 
larly, the net effect will also depend upo*. economic activity and 
investment. An important way in which public-expenditure can 
accelerate the pace of economic growth is by narrowing down the 
difference between social and private marginal productivity of certain 
investments. Here public-expenditure can be used to provide subsidies 
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for those investmeats which arc commercially non*viable but which 
are very helpful for economic growth. Such a system of subsidies, for 
example, may be for agricultural inputs if agricultural production is to 
be stimulated, or for investment in backward areas to reduce regional 
disparities and unemployment. Subsidies can also be used to pro- 
mote import substitution and, at the same time, to keep the prices of 
necessary imports of capital goods etc., low. As far as savings are 
concerned, it may be presumed that public expenditure would be 
designed in such a way as to increase the over-all savings in the 
country, though of course not necessarily so. Some public expenditure 
may be in the fiirm of education, various social services and so on 
in which case it will lead to an increase in consumption rather than 
savings. On the other hand, to the c.xtent public expenditure helps 
the people in attaining higher eflicienev and productivity, their capa- 
city to work and save will increase. But above all, we must 
recognize the lead which public expenditure, if used in a judicious 
way and with a purpose, can give to the economy. It has a capacity to 
open up vast opportunities and it can create an awakening and 
desire in the minds of the people to improve their lot. 

It must be recognized, however, that public expenditure is only a 
part of the over-all economic pc'licy that a country may be adopting. 
Taxation, licensing and various policy instruments may aid public 
expenditure in achieving different objectives. Of course, if the things 
arc ill-planned, dift’erent institutions may even work at cri.>9s-purposcs. 
When therefore, the probable effects of public expenditure arc 
mentioned, it is always understood that these effects have to be con- 
sidered in the context of taxation and other measures being pursued 
by the government and that there is a coordination between different 
objectives and institutions. 

Public Expenditure and Distribution 

An important aspect of the market mechanism is the inequalities 
of income and wealth that arise on account of it and which through 
the institutions of private property and inheritance get widened with 
the passage of time. Furthermore, such income and wealth disparities 
not only spell a social and economic injustice, they also distort pro- 
duction and employment patterns. 

Lesser inequalities of income and wealth, it may be claimed, con- 
tribute towards economic stability. It is generally recognized that 
marginal propensity to consume falls as income rises. As a result 
during the expansionary phase of a trade cycle, consumption demand 
tends to lag behind and causes a check on further expansion of 
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demaad in the economy. Without such a check the upward move* 
mcnt of the trade cycle might develop into a real inflation. Similarly, 
during a depression, consumption refuses to dip below a certain level 
and as a result the economy is provided a firm base below which on 
account of a minimum demand it would not go. Furthermore, such a 
stability in the economy itself is helpful to economic growth. Private 
investment is affected, amongst other things, by safety and expected 
rates of return. With economic stability and expectation thereof, the 
risk of loss is reduced and this has. lh'’'efore, a healthy effect on the 
investment climate. 

Welfare considerations also favoui an equitable distribution of 
income and wealth. The purpose of an economic policy should be to 
contribute towards achieving the maximum social benefits. Though 
we cannot prove objectively that marginal utility of income falls as 
income increases, such a statement may be acc;ptcd .n common- 
sense basis. If that is agreed, it follows that any movement towards 
equitable distribution of income and wealth would increase the aggre- 
gate satisfaction m the community. Lerner has shown that even if we 
do not know the exact way in which marginal utility of income falls 
with a rise in income and even if we cannot have inter-personal com- 
parisons of utility, still a shift-tow arUs equality would probably add 
to the aggregate satisfaction of the community. 

Such a shift toward equality, of course, may be achieved through 
various forms of public expenditure especially those which are meant 
to help the poorer sections of the society. A number of welfare 
measures like free education, health, water and other facilities can be 
given a top priority. Numerous social securh^ schemes can be adopt- 
ed whereby people are entitled to old-age pensions, uneroployment 
relief, sickness allowance and so on. Articles of common consump- 
tion like food can be subsidized, and the production of those which 
are in short supply can be taken up in the public sector. Left to market 
mechanism, the supply of ‘merit goods’ is likely to be insufficient. 
Public expenditure, through direct purchases, public production or 
subsidies can ensure that their supply is augmented to the desired 
extent. Similarly public expenditure, ihiough appropriate subsidies 
and other ‘purchase and stores' policy can encourage labour-inten- 
sive techniques of production which reduce uncmploymeol and 
improve income distribution. 

However, while proceeding with the programme of bringing about 
income and wealth equalities, certain aspects of possible interaction 
oetween distributive justice and other dimensions of the economy 
must be kept in mind. To begin with, poorer people may not be able 
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to enjoy fully the additional income because of ignorance, etc. But 
this argument is applicable only if suddenly large amounts of income 
start flowing to the poorer sections of the community. In an under- 
developed country (to whose poor people this argument could be 
directed); this argument does not apply because there is not enough 
to significantly improve the lot of everyone. Through income redis- 
tribution the poor masses can only feel a marginal relief. Even if 
there was a lot of income to redistribute, the desirability of reduc- 
ing inequalities would not be disproved. It would only point towards 
the need for going slow in this direction, so that the poorer sections 
also get accustomed to higher standards of living. 

The second consideration is that of the effect of equalities on pro- 
duction — through the will and capacitv to work, save and ’nvest. 
This is a controv<.rsial field, and clear-cut and wi lely acceptable 
generalization^ arc diflicult to make in a poi r coimtr>, where the 
need to reduce inequalities is the greatest, savings potential is only 
with the higher ii come groups. With a big shift towards equalities, 
^.uch a saving potential is rruch reduced especially because the poorer 
sections of the c'‘mmunitv are bound to co•)^umc uwa a major poi- 
tion of their ne.\Iy acquired i’ c >’ncs Tlic obiectivc of economic 
cqualitv, therefore, comes iT.t<^ coni) cr with that of ectmomic growth. 
In other words, both will ard cipacitv to save on the part of the 
members of the society' arc likcl> to suffer ' hen a shift towards in- 
come and wealth equalities is made An underdeveloped countr>, 
therefore, is faced with a difficult choice 

Tivrdlw the disiributivc effects of public expenditure must be 
viewed in the context of its method ( f financing For example, if the 
tax system of the country is reg'-essive, it would militate against the 
distributive effects of public expenditure. Similarly, if public expendi- 
ture is fi lanced througn deficit financing, or through such borrowings 
as are inflalionarv in charac er, inequalities wouki widen. How'cvcr, 
deficit financing to a certain extent need not generate inflationary 
pressures. Similarly, public borrowings out of genuine savings of the 
economy are expected to be only mildly inflationary. While the 
long-term solution of its economic difficulties cannot be had without 
economic growth, the problems of income distribution also cannot 
be postponed indefinitely. A via media, therefore, has to be worked 
out wherein boih these objectives have to be pursued concurrently in 
a balanced manner. And to the extent the hitherto unexploitcd reso- 
urces can be tapped, or foreign aid is received, the task of pursuing 
both the goals (of equitable distribution and growth) becomes less 
difficult. 
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INIRODUCTION 

Each government plans to undertake \:rious cconoiric and ether 
activiticb, and v^ants to piiiSLC certain p( licics. 11 activities and 
policies have their financial counterparts in the ferm ot collecting the 
nccessarv revenrcs and incurring expenditures. According!}, the 
government dc^.crib. s its intentions and policies which it would like 
to pursue in the coming period (usuall} a year) and draws up a finan- 
cial plnn^ correspondn g to lh«s sc hen e of things Sicha financial 
plan describes in detail the estimated receipts and proposed expendi- 
tures and disbursements under various h:ads. Thcrcfc'rc. a budget 
enables the a’ tin .ities to decide about each jiidividual item ol revenue 
and expendituie in the over-all context oT the total plan. 

The government cannot decide to go ahead with i‘s decisions regard- 
ing taxation, borrowings, exfcnditurc and other fiscal measiucs at 
random. All these decisions and policies are iiTterconnectcd and n ust 
form a part of the over-all set c»f objectives whicli the government 
plans to pursue. The whole approach has to be ciuitc systematic. In 
general, a budget shows the financial accounts of the previous vear, 
the budget and revised estimates of the curicnt >ear, and the budget 
estimates of the coming >ear. 1 urthermorc, the estimates of the com- 
ing vears are splil up into two parls -those bas:d upon the assumption 
that the current year's taxes and their rates, and expendituie policy, 
would continue, and those based upon the pi\>posed changes th''r:in. 
A budget, ill this sense, becomes both a description of the fiscal 
policies of the government and the financial plans Lorresponding to 
them. 

In a budget, it is quite possible that some revenues happen to be 
earmarked for certain specific expenditures. Eor example, certain 
projects might be financed through public borrowings and collections 
.through betterment levies or special assessments might be earmarked 
to meet the cost of these projects. !n India, diring the early 1970's 

'The word budget has been del ived ft om ibc TTcnth w'oid ‘bougcHe’ which 
means a small bag. It symbolizes a bag containing the financial proposals. Hence 
the term ‘opening the budget ’ The use of the term budget foi ihc annual finan* 
cial plans of the goverrtmem dates back to 1733. 
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certain sums were collected which were earmarked for helping the 
refugees from Bangladesh. Similarly, on the expenditure side of the 
budget, certain amounts may be contractual and leg'll payments which 
cannot be avoided such as interest payments on loans, repayment of 
loans, payments arising out of satisfaction of certain court decrees, 
amounts falling due for payment on account of salaries, pensions, 
provident funds and so on. 

A budget may be presented in parts In India, for example, railway 
finances form a part of the Central Government finances, but the 
railway budget is preseiited separately from the main budget of the 
Central Government. However, the totals of the receipts and expendi- 
ture of the railways are incorpotated in the Budget Statement of the 
Government of India. Similarly, the budget may b: divided on the 
basis of different layers of the government. In a big country, such as 
India, it is most likely that in addition to the Central Government, 
there will be various slate and local govcrnmenls. I ach layer of the 
government prepares, passes and implemerts its own budget Of 
course, some intergovernmental iramactions also take pl.ice and de- 
pending upon the legal and accounting procedures such transactions 
may form a pait of the budget at one layci oi the other. The net 
effect of the fiscal policy of the govcinmenl depends upon ilie collec- 
tive budgeting of all the layers ol the government 

There are two other reasons also on account ot whuh the budget 
of the year may be spin up. The first is the political cause. When, 
technically, the existing executive government may or may not con- 
tinue for the full year on account of the fact that elections arc due, 
then a ‘lame duck’ budget is presented -a budget which covers only 
a part of the year. Such a budget enables the next executive to for- 
mulate Its own budget for the rest of the year. The second cause is 
an economic one which may result in a supplementary budget. It is not 
always possible to foresee and provide for all emergencies (such as a 
war, or natural calamities, etc.) which will necessitate an extra ex- 
penditure. Similarly, for some reason or other, the revenue receipts 
may fall short of the expected ones. In these circumstances, the 
authorities may find it fit to have a supplementary budget. 

A good budget is one which is able to satisfy certain conditions and 
is formulated according to certain well drawn principles. One such 
principle is that the budget should be accompanied by an account of 
the performance of the fiscal policies and programmes of the govern- 
ment during the previous year. This provides a necessary basis for 
deciding as to what was to be done, what has been accompHshed and 
what more should be aimed at and in what directions. 
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The budget proposals should also be accompanied by an analytical 
description of the current economic situation of the country as also 
the position of the Treasury. The budget proposals become far more 
meaningful in the light of the above mentioned accounts and descrip- 
tions. And they enable the legislature and the public to see the rele- 
vance or otherwise of the budget proposals and help the legislature 
in taking a more objective and rational stand in this connection. Fui- 
thermore, the proposals themselves should be as clear as possible. 
They should be cieariy comprehensible so that a correct judgment can 
be formed as to llic way m which the bvidgct is expected to function 
in the coming year. Accordingly, detailed budget proposals must ac- 
company the proposals under im jor heads c f receipts and expendi- 
ture. There should aho be various statements which highlight the 
particular aspects of the budget. 

An economic and functional classification of the budget will depict 
its role in the working of the economy in a much clearer way than 
would be the case with only financial proposals under various de^ 
partments, and so on. Similarly, though complete accuracy cannot be 
expected, financial estimates of a'good budget should not be wide off 
the mark. They should be fairly close to the actuals under normal 
circumstances. A budget should reflect the over-all policy and purpose 
of the government and should be so designed as to help the society 
move nearer to the chosen goals. 

In India, the actual financial statement of the Government of India 
is called the Budget Statement. Article 112 of the Constitution of 
India states that “an annual financial statement” ^^iIl be placed before 
both Lok Sabha, and Rajya Sabha, while Article 202 of the Consti- 
tution states that a similar financial statement for each State will be 
placed before the Legislature of that Stale. 

The Government Accounts (both the Centre and the States) are 
kept in three parts vi/., (/) Consolidated Fund, (//) Contingency Fund, 
and {iii) Public Account. All the funds which belong to the govern- 
ment go to the Consolidated Fund. All the revenues which the Govern- 
ment realizes, the Joans raised by it, or the receipts by way of repay- 
ment of loans, etc., go to this Fund. Similarly, all expenditures are 
also incurred out of this Fund. No amount can be spent from the 
Consolidated Fund of India without the sanction of Parliament, bar- 
ring certain expenses specified in the Constilut* m and charged to the 
Fund (such as the salaries of the Judges of the Supreme Court and 
Auditor and Comptroller General of India). These expenses are in- 
cluded in the Budget but are not put to vole in Parliament. Similarly, 
tospend any money out of a State Consolidated Fund, the sanction 
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of the State Legislature is needed. The Contingency Fund con- 
sists of those moneys which are put at the disposal of the Govern- 
ments to meet those expenses which cannot be delayed. A prior sanc- 
tion of the Parliament (for spending an amount out of the Contin- 
gency Fund of the Central Government) or of a State legi>lature 
(for spending an amount out of the State Contingency I und) is not 
needed. However, any such expenditure has to be approved later by 
the Parliament or the State Legislature as the case may be and the 
Contingency Fund is to be replenished. At present, the corpus of the 
Contingency Fund of the Government of India as authorised by Par- 
liament stands at Rs .30 crorcs. 

Funds in the Public Account are those which do not belong to the 
Government. This Fund includes funds collected on account of pro- 
vident funds, small savings, etc. To make payments out of the Public 
Account Fund, the sanction of Parliament or the State Legislature is 
not needed. In India, both the Central and State BuJgct Statements 
show the receipts and payments under the above mentioned thiee 
accounts separately. (For further details see the section on Fcoiiomic 
Classification of Budgets.) 

The Kinds of Budgets 

In olden days, a budget was more or less only a statcmci.t of the 
financial plans of the government. But now the importance of the 
government activities is fully recognized. Government’s financial acti- 
vities contribute a major portion to the flow of funds in tnc economy 
and the government’s fiscal policy together with the firarcial fiows 
has a wide impact on the working of the economy. Accordingly, now 
various kinds of budget estimates are presented to indicate the manner 
in which the budget would be affecting the economy. The actual role 
of the government transactions in the life and working of the economy 
cannot be underestimated because of the immense impact which they 
have. As Pigou said, though “money is practically always the medium 
of public finance, it is not the thing in which it really deals. The 
money is merely a ticket embodying command over services and 
goods. It is those, not the money that represents them, which consti- 
tute the real object of all transactions.’’^ 

Before, however, we move on the kinds of budgets from the econo- 
mic standpoint, let u$ first distinguish between the executhe and Icgh- 
Uuhe budgets. A legislative budget is the one which is prepared and 
adopted by the legislature directly or through its committees. An 


*A.C. Pigou, A Study tn Public Finance, p. 2. 
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executive budget, on the other hand, is the one which is prepared by 
the executive branch of the government. Such a budget is also nor- 
mally passed and adopted by the legislature but the initiative is in the 
hands of the executive. It is generally believed that an executive bud- 
get is preferable to legislative one. 

Firstly^ the executive is better equipped to estimate properly the 
various probable receipts and the required expenditures. The legisla- 
ture is not likely to be able to do so efficiently. 

Secondly^ it is the executive which will be responsible for the exe- 
cution of the budget in any case. It is not desirable to just thrust 
certain estimates and figures upon the executive and ask it to realize 
the targets especially if these estimates are highly unrealistic. 

Thirdly, when the executive prepares the budget, it can be more 
directly held responsible for any shortcomings and lapses. 

Multiple and Unified Budgets, In USA, there was a tradition to 
■divide the Budget into parts, and present each part in a 'vay as would 
make it possible to evaluate the specialized functions of the Govern- 
ment. But it is now felt that what is needed is a unified budget be- 
cause it is the iui il effect of a budget which i> more relevant and that 
can be seen onl\ in a unified budget. This is basically so at times of 
emergencies. The true results of the fiscal operations of the govern- 
ment budget get scattcied in the case of multiple budgets and have to 
be traced out through various documents, etc. Probably the best 
course is the one in which along with the unified budget, important 
sub-portions are classified, and presented separately. For India, along 
with the main budget, we also get the ‘Plan Budget’. 

Conventional and Cadi Bitdt^ets, In USA, another distinction is 
made between the conventional (or administrative) budget and the 
cash budget. Apart from the minor differences, the main difference 
between the two is that in the convcnlional budget, revenue and ex- 
penditure arc shown on accrual basis and those liowb of funds are 
■excluded which do not ‘belong to the government. In this way, the 
conventional budget is stated to harbour two deficiencies as far as its 
role in the flows of funds in the economy and therefore its effects on 
the economy are concerned. 

Firstly, as noted above, it runs on accruil basis. As receipts and 
payments falling due in a period cenerally differ from the ones actually 
made, there is a distortion of the actual picture of the flow oi funds 
cau ed by governmental activities. 

Secondly, the actual handling of various cash receipts and payments, 
though not belonging to the government, also have their profound 
lOlc in the flow of the funds and the effects thereof. Thus, the conven- 
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tional budget always presents an inadequate picture of the govern^ 
mental activities. In the cash budget, on the other hand, all the flows- 
of funds to and from the government on actual payment basis are 
shown, inclusive of funds which are not ‘owned’ bv the govcrnr''cnt. 
Cavh budget, therefore, is invatiably larger than the convenlicmal 
budget and a better representative of reality. 

Revenue and Capital Budgets. In many countries, the budget is 
divided into revenue (current) and capital accounts. Revenue acc. unt 
covers those items which are of recurring nature; while capital acci unt 
covers those items which are in the nature of acquiring and disposing 
of capital assets. Various arguments are put forth to justify such a 
division of the budget into two parts. It is maintained that everj eco- 
nomic unit must distinguish between current expenses and those 
incurred for acquiring capital assets. Current expenses are equivalent 
to consumption; while acquiring of capital assets is not. It is only 
when these capital assets depreciate that real expenditure takes place 
in the sense of consumption. This is the rationale because of whicb 
private commercial units do not count the amounts spent on the 
acquisition of capital assets as a part of current expenses for the year. 
It is only the depreciation part that is so counted. It is argued that 
the government should also follow the same practice — and more so 
when for taxation purposes it is the practice of the business houses 
which is honoured. This argument has some logic in it. 

Another argument in favour of the division of the budget between 
capital and revenue accounts is however quite flimsy. It is maintained 
that through such a division the government can follow a'good work- 
ing rule, namely, deciding that all the current expenses would be met 
through taxation while all the capital expenses would be met through 
borrowings. It must be noted that such a policy approach can be quite 
vague. What is needed is an over-all fiscal policy fiamcwork and the 
decision to levy more taxes or borrow, etc., should be taken in the 
context of the totality of the fiscal policy. Any kind of pinning down 
of various expenses to different forms of revenue receipts wouM be 
undesirable. 

In India, the Constitution demands that the budget must distinguish 
expenditure on Revenue Accounts from other expenditure. Accor- 
dingly, the budget is necesarily presented into two parts, namely,. 
Revenue Budget and Capital Bu Jget. Revenue Budget consists of the 
revenue receipts — both tax-revenue and non-tax-revenue— and the 
cxpmditure met out of revenue receipts. The non-tax-revenuS receipts 
include revenue from currency, coinage and mint, interest receipts,, 
dividends, profits, revenue from general services- (such as police, jails,. 
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supplies and disposal, public works, etc.), revenue from social and 
community services (such as education, hcaith, housing, broadcasting, 
and so on), and revenue from economic services (such as agriculture 
and allied services, industry and mines, transport and communica- 
tions, etc.). 

Capital Account receipts, on the other hand, include market loans^ 
borrowings from the Reserve Bank of India, etc., through the sale of 
Treasury Bills^, loans from foreign governments and institutions, 
and repavment of loans by State Govern mcnN and others to the 
Central Govcriiinenl. Capital disbursements would include expendi- 
ture on acquisitiem of various physictil assets like land, buildings, 
machiner> and equipment, investments in shares an 1 debentures, and 
loans to State Governments and other bodies. The Capital Budget 
also incorporates the transactions in the Public Account. 

The division between Revenue and Capital account ^or the State 
Budget is similar to that of the Government of India Budget, with 
some obvious differences. For example, the State Governments can- 
not borrow , foreign governments an J agencies. They do not have 
any revenue from currency, coinage an1 mint. They borrow large 
sums from the Government of India, but they do not borrow as much 
from the market or from the Reserve Bmk of India. Similarly, parti- 
cular kinds of tax-revenues will differ on account of different lists 
according 1 3 which the State and Central Governments can impose 
taxation. The State Governments also receive grants-in-aid from the 
Central Government and get a share from various taxes levied and 
collected by the Centre. 

In India, in addition to the division of the budget into Revenue and 
Capital Accounts, the Plan Budget is also presented. The Plan Budget 
is a document which shows the budgetary provisions for important 
projects, programmes and schemes included in the Central Plan. This 
document givci, the details of the Budgetarv support for the Central 
Plan by sectors of development, including the Central assistance for 
State and Union Territories Plans. Furthermore, extra Budgetary re- 
sources for the Central Plan are also sho^^n. The break-up of the pro- 
posed outlays between General Scivices, Social and Community 
Services, and General Economic Services, is shown together with vari- 
ous physic il targets wherever possible. Such a scheme of thing'', there 
fore enables us to ha\e a proper appreciation, of the Plan. This is 
made further possible with the help of the Performance Budgets (we 

’Borrowings fiom the Reserve Bank of India through the sale of long-term 
securities is considered a part of the ‘market loans.* 
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shall discuss these later) which different ministries and departments, 
present. It may be added that in India, plan expenditure covers only 
that portion of the total expenditure which is directed to finance the 
schemes specifically initiated under the given plan or which are the 
spill-over of the previous plan/plans. Those schemes which are com- 
pleted would also require maintenance and other running expenditure 
in future; but such expenditure is counted as non-plan expenditure 
with the result that over time, the non-plan expenditure keeps on 
increasing automatically. 

ECONOMIC AND FUNCTIONAL CLASSIFICATION OF BUDGETS 

The budget plays a very important role in the flow of funds in the 
economy. It also has important effects on the working of the 
economy not only through the flow of funds but also through various 
fiscal policies and measrues. Accordingly, the “ability of government 
authorities to form a clear picture of the impact of their transactions 
on the economy has become a requisite for making fiscal and eco- 
nomic policy decisions.”^ If, therefore, a budget is formulated in 
terms of the sources from which various receipts would be had and 
the departments and ministries etc., upon which these funds would 
be spent, th^n it would be a very incomplete picture of what the 
budget can do and what the budget is doing in the economy. The 
very magnitude of the modern budget makes it an important 
policy tool which the authorities should use to the advantage of the 
economy. And with increasing size of the government budget, the 
need for such a classification is increasing. In countries like India, 
where the government plays a leading role in effecting saving, in- 
vestment and capital formation, it becomes all the more necessary 
that the role of the budget in the economic life and progress of the 
society should be judged as accurately as possible. It is therefore,, 
essential that the government expenditure and the mode of its finan- 
cing should be presented in economically and junctionally significant 
categories. Classification of the expenditure and the mode of its 
financing in terms of economic categories (expenditure on 
wages and salaries, receipts from market borrowings and the like) 
will be called an economic classification of the budget. This classi- 
fication enables us tef gather information regarding generation of 
savings, investment, consumption, creation of financial assets and 

*UN Department of Economic and Social Affairs, Jtec/amTicarton o/ Covitur 
merit Expenditure and Receipts in Selected Countries, New York, 1958, Prtftce. 
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liabilities, etc., from various budgetary items. Functional classifi- 
cation^ on the other hand, refers to the types of functions (or tasks) 
which the government performs or the services, which it provides, 
such as, economic services, social services, defence services and the 
like. An economic or a functional classification cuts across the 
departments and agencies and presents a picture of what the govern- 
ment is doing in various spheres such as ca;htal accumulation, health 
education, and so cn. 

Thus, economic and functional classification of the budget can prove 
very helpful in arriving at var ous decisions considered appropriate 
for a :hieving different goals in the econom>. The usefulness of this 
approach is further enhanced in view of the increasing role which 
the authorities are anxious to ass ime in bringing about econon ic 
stability, accc’crating the process of economic growth and imparting 
distributive justice. 

The traditi(mal approach towards budgetary accounting was deter- 
mined by the end objectives of establishing an cffcf'tive legislative 
control over the executive, and to meet the requirements of fiscal 
managemc.it. this end, therefore, accounts were classified into 
categories corresponding to individual ministries, departments and 
sections; and within each, there were further ‘heads’ and sub-heads’, 
etc. But there was a lack of correspondence between t’^e purpose and 
the account head and this approach failed to provide the necessary 
information required for the formulation of fiscal policies. As we 
know, quite often expenditure for a particular purpose is incurred by 
different agencies and such an expenditure is not properly d sting- 
uished from certain other expenses which an agency might be under- 
taking. Nomenclature of vaiious heads would response to different 
items of expenditure in different departments or ministnes. But the 
accounting system based upon the traclilioiidl approach is well de- 
signed to meet the ends of legislative control and to see that the 
spenebng agoncies do not transgress the rules laid down. It is an 
excellent aid to the government auditors and an effective check 
against misappropriation t>f funds and other fraudulent practices. 

However, such a system, though still very useful for the purposes 
of legislative control and auditing, is totally inadequate for gauging 
the effec.s of various budgetary policies and operations and for 
devising improvements therein. It fails to yield the necessary infor- 
mation for economic analysis, and its inao^-quacy becomes more pro- 
minent as the trading and productive activities of the government 
expand and as the public sector assumes greater importance. These 
day.-, the primary objective of budgetary policies and operations is 
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to achieve the maximum possible benefit to the society. And to 
that end a system of economic and functional classification of the 
budget on the one hand and the introduction of programme and 
performance budgeting on the other (to be discussed in the next 
section) are very essential. Any appropriate functional classification 
it very helpful in having an efficient programme and performance 
budgeting, especi illy because in the latter a number of sp/ending 
agencies are involved between which an effective coordination is need- 
ed and because the formulation of programmes and assessing their 
performance would mostly cover multibudget periods. In India, 
functional classification of the budget has been there in a way in the 
sense that items of expenditure were grouped under important major 
heads depicting particular types of functions such as itefcnce scrv.ces. 
But such a classification was not basically meant to reflect the Is pes 
of functions the government was performing. A meaningful functional 
classification would be a different one. And with the expansion of the 
governmental activities, the older classification lost a good deal of its 
earlier functional relevance. For example, the head ‘miscellaneous’ 
would now cover very important and divergent items when we con- 
sider different spending agencie>. From the angc of u efulncss, “the 
budget accounts should be so compiled as to depict to the extent 
practicable, the total expendituie of Government on its basic 
functions, programmes and activities.”* 

It need not be emphasized that there is no single svstem of econo- 
mic or functional classification which would be suitable Tor every 
country. Budgetary classification is not an end in itself. It is oniy an 
aid in assessing the magnitude of various categoiies and their relative 
importance. A proper meaningful information which can be devised 
from a classification will also depend upon the way in which various 
categories are defined. It is, however, generally agreed that a desirable 
economic classification would be the one which conforms to a system 
of national economic accounts capable of depicting the national acti- 
vities of income generation and its utilization for consumption and 
capital formation purposes. Such a budgetary classification should 
enable us to judge the contribution which the government budget 
makes to the activities of consumption, capital formation and income 
generation. Similarly, a functional classification may be attempted in 
terms of various types of government expenditure. An important 
classification would be in terms of investment expenditure and con- 

‘Administrative Reforms Commission, Report of the Study Team— Accounts and 
Audit, September 1967, para 5.1. 
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sumption expenditure. Investment expenditure would be that which 
leads to the creation of physical capital assets in the country. Con- 
sumption expenditure on the other hand is that expenditure which 
dues not lead to the creation of physical capital assets and would 
include expenditure on goods and payment of wages etc. Similarly, 
it would be quite useful, in the context of a developing country like 
ou) s, to have a functional classification between developmental and 
non-developmental expenditure. This classification cuts across the 
first one since developmental expenditure may be consumption ex- 
penditure (such as in terms of providing health facilities) or it may 
not be. In India, we are also familiar with the classification between 
plan and non-plan expenditure. In every plan, there arc various 
schemes and projects for which funds arc provided. All such expen- 
diture is plan expenditure while the rest is non-plan expenditure. Such 
a plan expenditure may in turn be consumption expenditure or in- 
vestment expenditure, and it may be developmental expenditure or 
non-developmental expenditure. 

Sweden was one of the first countries to adopt a cross-classification 
which was based upon the recommendations of a committee of experts 
on financial statistics set up in 1940. Some of the recommendations of 
this committee were adopteil by the Accountant General of Sweden in 
the year-book of 1948 and a regular publication of the two-way table 
(which, we shall see below, is an economic-cum-functional classi- 
fication) started with the year-book of 1950-51. An increasing aware- 
ness on the part of the authorities to reform public budgetary report- 
ing system so as to meet the emerging requirements of economic and 
social analysis and obligations led to several regional workshops on the 
problems of budget classification under the auspices of the UN. The 
first such workshop was held in September 1 953 in Mexico City and 
the second and third in Bangkok in September 1955 and September 
1957 respectively. The spadework for these woikshop was done by 
the UN Bureau of Fconomic Affairs (Fiscal and Financial Branch). 
These workshops provided a good deal of impetus to the process of 
reclassification of budgets. 

A need for introducing an economic classification was at once reali- 
sed in India. The budgetary classification of accounts, it may be point- 
ed out, was even then quite advanced in our cmintry though in its 
gcneriil structure it was quite old which led "'r M. H. Gopal to say 
that “In fact, there has been little development in presentation, bet- 
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ween say, Strachey’s budget of the 1870s and that of today.”* It was- 
being presented into separate current and capital accounts — a practice- 
which our Constitution nas continued under Article 112(1). The 
basic pattern in the Government of India budget is to record all trans- 
actions under prescribed major heads subdivided into minor heads 
and subheads. The major heads arc themselves grouped under various 
sections. And it is with figures of expenditure and receipts arranged 
under sections and major subheads that they are presented to Parlia- 
ment together with Demands for Grants. A ministry, for example, 
presents a Demand for its own expenditure and separate demand for 
each of the major organisation under its administrative control. Thus, 
a nucleus of an appropriate classification was there with us when we 
decided to go ahead with economic and functional classification. Of 
course, the original in itself was also reflecting an increasing need for 
reformation on account of the fact that in the course of time the orga- 
nisational pattern had undergone a substantial change whereas the 
heads of accounts had remained relatively unchanged. But still the 
budget accounts were in a form more suitable for reclassification than 
those of many other countries. 

During 1956, economic classification of the Government of India 
budget was undertaken by the Economic Division of the Ministry of 
Finance and the results were submitted almost simultaneously with the 
1957-58 budget. This classification covers Central Government transac- 
tions and the departmental commercial undertakings. Functional 
classification of the budget was introduced with thebudge't of 196/-68 
together with an economic-cum-functional classification with a view to 
enhancing the utility of economic classification. Such a two-way eco- 
nomic-cum-functional classification was recommended to the govern- 
ments in the Report of the above mentioned workshop in 1955. The 
Report had stated that such a classification was a very “useful means 
of analy zing the development element in public expenditure and study- 
ing its implications.” It had further maintained “that a statement in 
this form is perhaps the dearest and most enlightening way of present- 
ing information to the general public about gosernment expenditure 
and improving the citizens understanding of what the government is 
doing.” The cross-classification by economic character and purposes is 
a well-established tool of statistical analysis, which has also found its 


•M. H. Gopal, Studies In Indian Public Finance, Rao and Raghavan, Mysore,. 
1963, p. 118. 
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uses in the field of public finance.”^ Detailed principles of classification 
were suggested in “A Manual for Economic and Functional Classifica- 
tion of Government Transactions” prepared by the Department of 
Economic Affairs of the UN in 1959. This Manual groups govern- 
ment expenditure under five heads: General Services, Community 
Services, Social Services, Economic Services and Unallocable. The 
Indian functional classification is in somewhat modified form as we 
shall see. 

As pointed out above, economic classification of the Government 
of India budget started with the budget for 1957-58 and with effect 
from the budget for 1967-68 a functional classification was also added 
to it. As yet, however, we do not have an cconomic-cuni-functional 
classification of combined State and Central Government budgets 
though various State Governments are presenting economic and func- 
tional classification of their respective budgets. Let us start with the 
economic classification of the Government of India budget. This, 
classification has six accounts or tables covering the following: 

Account 1: Transactions in commodities and services, and transfers: 
Current Account of Government Administration. 

Account 2: Transactions in commodities and services, and transfers: 

Current Account of Departmental Commercial Under- 
takings. 

Account 3: Transactions in commodities and services, and transfers: 

Capital Account of Government Administration and 
Deparlmental Commercial Undertakings (Combined). 

Account 4: Changes in Financial assets: Capital Account of Govern- 
ment Administration and Departmental Commercial 
Undertakings. 

Account 5: Changes in financial liabilities: Capital Account of 
Government Administration and Departmental Com- 
mercial Undertakings. 

Account 6: Cash and Reconciliation Account of Government Ad- 
ministration and Deparlmental Commercial UnJer- 
takings. 

This classification system is designed in a way which enables us to 
link it with a system of national inc nnz and expenditure accounts 
depicting the activities associated with the generation of national in- 
come and capital formation. It, therefore, x' ‘^vides a breakdown of' 
Government expenditure into consumption and capital formation, 

’UN Department of Economic and Social Affairs, Reclassification of Govern-- 
^ent Expenditure and Receipts in Selected Countries ^ New York, 1958, 
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and the impact v^hich the Government expenditure has upon the rest 
of the economy. Furthermore, this classification also provides an in- 
formation concerning financial assets and liabilities and is very help- 
ful in assessing the changes in the composition and ownership of 
financial assets as also the borrowing and lending transactions of the 
Government. Ananahsis of financial transactions also helps us in 
assessing the indirect contribution which the budgetary operations 
make to the capital formation by other agencies. These six accounts 
are further based upon a distinction between transactions in goods and 
services on the one hand and financial transactions on the other. The 
traniact'ons in goods and services and transfers cover the first three 
accounts while the financial transactions cover the last three accounts. 
Further, the first category of transactions (namely that of transactions 
in goods and services, and transfers) is further split up into current 
transactions (vide Accounts 1 and 2) and capital transactions (vide 
Account 3). The current transactions are themselves divided into the 
transactions of the Government Administration and those of the 
departmental commercial undertakings (Accounts 1 and 2). 

1 hese accounts are so designed as to reflect the Government 
transactions with the rest of the economy. For this reason, there- 
fore, these accounts have been imparted certain characteristics. For 
example, in our Budget, Demands for Grants are shown on a gross 
basis. The recoveries, if any, arc treated as a reduction in expendi- 
ture in the totalling of the Demands and the total receipts and ex- 
penditures in the Financial Statement are net of all recoveries in- 
cluding aid received in kind. In economic classification. Government 
expenditures arc shown gross (and not net) of recoveries from the 
rest of the economy. This approach is considered more suitable for 
depicting the totality of Government transactions with the rest of 
the economy. Similaily, another characteristic of these accounts is 
the non-inclusion of inter-departmental or inter-account transactions, 
as also transactions pertaining to various ‘funds’ shown in the Public 
Account of India. From the point of view of sanctioning and Parlia- 
mentary contnd, these details are often necessary, but not for the 
purpose of depicting the transactions of the Government with the 
rest of the economy. 

let us now take up the individual accounts, comment on their 
general rationale and important items, and illustrate them for the 
years 1976-77 (A/cs), 1977-78 (R.E.), and 1978-79 (B.E.). 

Account 1 

This Account covers the transaction in goods and services and 
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transfers of Government Administration on the Current Account. 
The departmental commercial undertakings have been excluded from 
here and dealt with in the next Account because these undertakings 
(like other productive sectors of the economy) arc engaged in the 
production of g(^ods and services and their sale to the rest of the 
economy. On the other hand, the administrative departments are 
basically consumptioi departments only and have a very limited 
income of iheir own (mch a^ from the ownership of property). This 
Account, accordingly, indicates the direct consumption by the 
administrative departments of the Government. This consumption 
expenditure obviously c:)nsist’> of purcha■'e^ of commodities and 
services plus wages and salar> payments plus transfer^ in the form of 
subsidies, pensions, scholarships, reliefs etc. These expenditures are 
met by the Government by collecting tax and other receipts and by 
income from enterprises and property. The excess of revenue over 
expenditure gives the savings (item 4, i.e., itc.n 9 minus item 3) of 
the Government which can be utilized for capital formation. 

It may be noted that wages and s*ilaries component (item 1.1) of 
capita; oul’ay is taken as one-third of the works expenditure (the 
balance two-third being taken as pui chases of commodities and 
services). Sinnlaily, 50% of the expenditure on 'repairs and mainte- 
nance’ and Tump sum provisions’ taken as wages and salaries. 
Contributions to UN and other irternational organisations are 
treated as purchases oi services. Similaii>, defence capital outlay is 
treated as current expenditure. Those transfers which are intended 
to assist capital expenditure are excluded from this Account, and 
only the current transters appear here. Also note that (item 2.1) 
interest payments here appear on gros^ basi^. i aerost charged to 
departmental commercial undertakings appeal ri A wount 2 which is 
the current account of tiicse undenakuigs. Grants (item 2.2) cover 
statutory grants, plan giants and non-plan grants but excepting those 
which are meant to assist capital formation. Starting with the Fouitii 
Plan, the States and the Union rerritone^ have icceived block grants 
and these have been diNided between current and capital grants in 
the ratio of 50:^0. Other current transfers (item 2.3) include sub- 
sidies, pensions, scholarships, stipends, prizes, famine and other relief 
payments etc. 

It is hypothesized that the current transfer receipts of the Govern- 
ment come out of income, while capital receipts are paid by the rest 
of the economy out of its capital. Accordingly estate duty and gift 
tax are treated as capital receipts and do not appear in this Account. 
Income from property and enterprises (item 7) includes profits of 
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departmental and non-departmental commercial undertakings trans- 
ferred to the administration plus profits of the Reserve Bank of 
India. In item 7.4 (interest receipts), interest received from depart- 
mental commercial undertakings is omitted since it appears in 
Account 2. 

Account 2 

This Account is corresponding to Account 1 and covers the depart- 
mental undertakings. Iheir role is to be distinguished from adminis- 
trative receipts and expenditures in the sense that these undertakings 
sell their goods and services to other sectors of the economy and their 
expenses constitute intermediate expendituies which enter into the 
prices of goods and services. Basically, this Account is profit and loss 
account of these undeitakings. Those Government enterprises the 
tr,.nsactions of which do not form a part of Demands for Grants and 
the Budget are excluded here. 

The items in this Account do not need any separate comments. 
And it would be seen that the sum total of retained profit (item 8), 
depreciation provision (item 6) and savings of the Government ad- 
ministration (item 4 of Account 1) constitute the gross budgetary 
savings available for capital formation. 

Account 3 

This account covers the total capital outlay and represents physical 
sset formation by the Government and the departmental commercial 
undertakings. A distinction between capital formation by the ad- 
ministration and* by departmental commercial undertakings is of 
little use and therefore both have been combined into one Account. 
Further, the ph\ ^ical asset formation here is show'n on gross and not 
net basis. The deficit on all transactions appears as a balancing item 
(item 7) in the Account and it measures the change in Government’s 
indebtedness to the rest of the economy. Individual items in this 
Account are easy to follow. 

Account 4 

This Account describes transactions in financial assets namely 
investment in share capital of industrial and commercial concerns and 
loans and advances to the rest of the economy. Loans have been 
divided into those meant for capital formation and those fo other 
purposes. Investment in share capital and loans for capital formation 
show the extent to which the Government indircclly promotes capital 
formation in the rest of the economy. The balancing item (item 8) 
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TABLE 13.3 

Account 3; Transactions in Commodities and Services and Transfers: Capital Aco 
Government Administration and Departmental Commercial Undertakings 
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Source: Miniitry ot Finance, Government of India, An Economic and Functional Classification of the Central Government Budget, 
1978 - 79 . ’ 



Accolni 6 C\SH ^ND Capital Reconciliation Account or Government 
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Source: MiDistr> of Finance, Go'einmcnl of India An Economic an i Fiinctional Classification of the Central Co\ernmei t Budgcti 
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Tepresents the net outlay on financial investments and loans of the 
Central Government. If we add to this the deficit in Account 3 
(item 7), we get the total requirements of finance which is met out of 
{0 net domestic borrowings, (//) net foreign borrowings, and {iii) 
deficit financing. 

It may be noted that Government concerns (item 1.1) are those 
non-departmental commercial undertakings of the Government in 
which the Central Government owns more than 50% of share capita). 
Acquisition of shares through the nationalisation of banks, general 
insurance etc., is also treated as investment. Item 4 covers susbscrip- 
tions to IBRD, IDA and ADB. Item 7 includes loan repayments by 
public undertakings. Note that short-term agricultural loans in 
respect of States and toreign technical credit in respect of others 
are supposed to be repaid in the course of the same year and there- 
fore appear as items of receipts as well as of expenditure. 

Account S 

This Account represents the borrowing Account of the Central 
Government and is concerned with the provision of finance for 
meeting the deficits arising from Account 3 and Account 4. Accor- 
dingly, the incomings give details of market borrowings, gross borro- 
wing from abroad, and similar other sources, like borrowings from 
the Reserve Bank of India etc. Since borrowings from the Reserve 
Bank of India are quite important in magnitude, it would be prefer- 
able to look a little more into their details. For example, net sales of 
treasury bills are after the adjustment for funding operations (conver- 
sion of treasury bills, which have a maturity of 1 3 weeks at the time 
of issue, into Mong-dated’ securities which have n maturity of more 
than a year at the time of issue). Net sales of special treasury bills 
(item 12.1) denotes the result of transaction* in the issue of non- 
ncgotiable non-intcrest bearing securities from subscriptions to IMF, 
IBRD, IDA and ADB and their encashment. 

Account 6 

This is the reconciliation account. It sums up the net position with 
regard to Accounts 3, 4 and 5 and shows the clfcct of all Central 
Government transactions on its cash position. If we take the net 
variation in cash balance and read with net sales of ‘other treasury 
bills’ (item 12.2 of Account 5), we get a conventional measure of the 
Central Government’s budgetary deficit. We may note that, in India, 
a part of long-dated loans of the Central Government is generally 
taken up by the Reserve Bank of India. However, the conventional 
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definition of budgetary deficit in India covers only the reduction in 
cash balances and the net sale of treasury bills other than the special 
treasury bills. Obviously, for certain economic purposes, the remain- 
ing borrowings from the Reserve Bank of India should also be 
included in the calculation of budgetary deficit. 

Let us now take up functioned classification of budgetary accounts. 
Here, the term function means a ‘purpose’ such as defence, education, 
health etc. This classification is to supplement the type of functional 
classification which the budget in its original form carries. Further 
the functional classification covers only the expenditure and not the 
receipts. From the economic classification tables this total expenditure 
is obtained by adding up the current expenditure in Account I, capital 
expenditure in Account 3 and financial assets and loans and advances 
in Account 4. The current expenditure of departmental commercial 
undertakings cannot be related to specific functions, though their 
capital expenditure can be. Accordingly, from the functional classi- 
fication the current expenditure of these undertakings is excluded, but 
the capital expenditure is included. 

The UN Bureau of Economic Affairs, New York, in its “A manual 
for Economic and Functional Classification of Government Trans- 
actions” 1959 groups expenditure under five heads viz.. General 
Services, Community Services, Social Services, Economic Services and 
Unallocable. The National Council of Applied Economic Research, 
in its “Economic-Functional Classification of Central and State 
Government Budgets — 1957-58” omitted the category of Community 
Services and allocated the services shown in the Manual under the 
head to Social Services or Economic Services as the case might be. 
This pattern has been followed by the Government of India also. 
Accordingly the functional classification of its expenditure has been 
allocated under four heads: (/) General Services, (ii) Social Services, 
{in) Economic Services, and (ir) Unallocable. 

(i) The category of General Services covers both civil and defence 
expenditure meant to provide the basic administrative structure and 
includes the general administration, tax collection, police, currency 
and mint, external affairs, defence, non-plan provision against natural 
calamities, etc. However, the administrative expenditures connected 
with direction and superintendence of various social and economic 
activities appear under the relevant functional heads. In case more 
than one activity is included, the expenditurfc is appropriated 
between them as best as can be. Subscriptions to IMF, IBRD, etc., 
(but not to WHO and FAO) are also shown here. ^ 

(ii) Social Services would include basic social anJienities like educa- 
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tion, medical and public health (including family planning program- 
mes and contributions to WHO\ basic research, etc , and a combined 
'Category of labour welfare, housing and other social welfare schemes 
like public libraries, publicity, programmes of employment, lump 
sum grants for slum clearance, primary education, rural water supply, 
rural home sites, nutrition programme for children and the like. 

(///) Economic Services cover all tho'^e expenditures which directly 
or indirectly promote economic activity within the country and are 
divided into aericulturc, industry, transport and communications and 
other economic services. Contributions to FAO arc also shown here. 
Irrigation, animal husbandrv, fisheries, forestry, cooperation and 
communitv development am included in agriculture. 

(tv) The UnaPocable category covers those items which cannot be 
classified under the above three heads like interest payments, pen- 
sions, food subsidies, statutory grants-in-aid to States, special loans, 
aid to foreign countries and the like. 

And lasth we have the cross-classification of the Central Govern- 
n::iu v, vp^'nditurc bv economic categories (row rise) and by functions 
(column wim) If we move along a row trom oliimn to column, we 
get the functional break up of expenditure on a particular head. And 
if we mo\c along a cohiinn from one row to the other, we get the 
breakdovvn of a functional expenditure into economic categories. 
Such an economic-cum-functional classification is illustrated for the 
Central Government Budget for the year 1976-77. 

Inferences 

The usefulness of these accounts for the purpose of arriving at im- 
portant magnitudes cm iMustratcd as follows. 

1. The total expenditure of the GovernmeuL of India may be 
obtained by adding the three parts (0, (//), and (/77) as given 
below: 

(/) Final outlays, the figure for which is obtained by adding up 

(а) Government consumption expenditure, (item 1 of 
Account 1), and 

(б) Gross capital formation (vide Account 3) consisting of 

1. Gross fixed capital formation (item 1 of Account 3), 
and 

2. Increase in invent*'nes (item 2 of Account 3). 
iii) Transfer payments consisting of 

(a) current transfers (item 2 of Account 1) 

(b) capital transfers (item 3 of Account 3) 

<iii) Financial investments and loans to the rest of the economy 
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(Account 4). 

n. To estimate the Financial Assistance for Capital Formation by 
the Government of India we add up the following: 

(/) Grants and loans to States and Union Territories [item 3. 1 (a) 
in Account 3 and item 2.1 in Account 4]. 

(ii) Grants and loans to non-dcpartmental commercial undertak- 
ings and investment in shares of Government concerns 
[item 3.1(6) in Account 3 plus items 1.1 and 2.3 in 
Account 4]. 

(m) Grants and loans to Local Authorities [item 3.1 (c) in 
Account 3 and item 2.2 in Account 4]. 

(/r) Grants and loans to ‘others’ and investment in shares of 
‘other concerns’ [item 3.1 {d) in Account 3 and items 1.2 
and 2.4 in Account 4]. 

III. To get Gross Capital Formation frojn Budgetary Resources^ 
we add up 

(/) the Gross Capital Formation by the Government of India 
(as seen in I), and 

(i7) iinancial assistance for capital formation to the rest of the 
economy (as seen in II) 

IV. To get Government of India Net Capital Formation, we add up‘ 
(/) New outlay on buildings and other construction [item l.l 

{a) in Account 3] 

(/7) New' outlay on machinery and equipment [item I.2(^j) 
in Account 3] and 

{Hi) Increase in inventories (item 2 in Account 3). 

V. Addition of (/), (H) and (iii) below would give us Gross Savings 
of the Government of India, and subtraction of (/v) from this 
total would give us Net Savings of the Government of India. 

(/) Savings of Government Administration (item 5.1 in 

Account 3). 

(//) Net retained profits of departmental commercial under- 
take. gs (item 5,2 in Account 3). 

{Hi) Deprecialum provision of the departmental commercial 
undertakings (item 5.3 in Account 3). 

{iv) Expenditure on icnev/cls and replacements of departmental 
commercial iindeitalings [items 1.1(6) and 1.2(6) in 
Account 3). 

VI. Figure for Income Deficit is obtained if w'c subtract Net Savings 
by Gevornment of India (from V above) from Net Capital 
Formation (IV above). 

VII. For arriving at Total Requirements of Finance by the Central 
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Government we add up (i) the balancing item 7 in Account 
3 and (//) the balancing item 8 of Account 4. It is the total of 
income deficit and (after adjustment for net capital transfers) 
the deficit arising out of the Government’s net transactions in 
financial assets such as investments in shares and loans. 

VIII. Estimate of Income Genet ation is obtained by the addition of 
the following* 

(i) Wages and salaries paid by the Government Administration 
Item 1 1 in Account 1). 

(n) Net c utput of dep irlmental commercial undertakings, con- 
sisting of 

(a) wages and salaries (item 1 of Account 2), and wages 
and salaries component ot repairs and maintenance 
operations (50% of item 4, Account 2). 

(b) interest (item 5 of Account 2), and 

(f) profits transfeired to the current account of Govern- 
ment Administration (item 7 of Account 2) plus 
retained profits (item 8 ot Account 2) plus excess of 
depreciation over renewals ami replacements. 

(ill) Wages and salaries component ot Government outlays on 
construction fl/'^ of item I 1 of Account 3) 

It may be remembeied that economic and functional classification 
of the government budget is not without lunitatwns. It reflects only 
one end of the picture 1 he government activities, as reflected bv the 
economic and functional classification of the budgets, have far reach- 
ing effects on the working of the economy (and it is primarily on 
account of these effects that we aie interested in tins classification. 
This classification is not able to tell us, by itself what the budget is 
indirectly doing for the economy These effects have to be c^tiinated 
and as yet no precise techniques arc available for this task. The esti- 
mates of these effects, thcicfore, arc generally inexact. Furthern ore, 
it IS not only the budgetary magnitudes as reflected in the economic 
and functional classification, but vaiioiis additional variables aho 
whose relevance is beyond doubt I vciy govei»^n ent has some icgu- 
latory devices and some governments liavc quite a few of them — in 
addition to the over-all budget iiy magmtudes Within the broad 
magnitudes, the c\act composition of taxes and cxpcnditines will 
have then ro’e to p^ay ! iiithe. 'oic, some of the gvncrnircnt acti- 
vities might be woi king at cioss piuposes with private economic 
activities For example, the social '‘ccuiity measures taken i y the 
government might reduce the will of the people to save and invest 
Similarly, the economic and functional classification of the budget is 
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not fully able to reflect its impact on income and wealth distribution 
in the economy. For greater completeness, therefore, the classification 
should cover both Central and State Governments together with 
other agencies in the public sector. And such a classification should 
be linked with a similar classification for the private sector of the 
economy as well. In other words, the ideal is to have a proper classi- 
fication of the ‘national budget’ based upon the required statistical 
data and enabling us to study \ arious aspects of the economy. 

The Accounts, as they are, ate quite aggregative. They are very 
useful to the extent they go, but they arc not able to provide the 
necessary breakdown of various components. For example, a further 
breakup of capital form.'itioc, wages and salaries and the like would 
be useful. Take the question of estimating income generation through 
the budgetary magnitudes. We found that it was to be a summation 
of three sub-totals in which the third sub-total would be ‘wages and 
salaries component of Government’s outlay on construction’. This 
figure is not directly available from the Accounts. Further, while 
estimating these aggregate figures, some portions of this item arc 
derived arbitrarily and added to the total. Thus, one-third of the 
works expenditure is treated as wages and salaries component imd 
similarly in the case of ‘repairs and maintenance’ this comporent is 
taken one-half “since the required break-up is not availab'e.’’ Lump 
sum provisions in the budget have been similarly broken-down into 
expenditure on wages and salaries and commodities and services in 
the ratio of 50 : 50. In the same way, a further break-up of this 
expenditure between defence (capital outlay on defence is treated as 
current expenditure), health etc., is also needed. 

It must, however, be emphasised that these Accounts even as they 
are, are highly useful and their usefulness has been further enhanced 
with the introduction of functional classification. They enable us to 
arrive at many useful economic magnitudes of our economy and help 
in inferring the budgetary role therein. Similarly, functional classi- 
fication is basic to an effective programme and performance 
budgeting. 

PERFORMANCE AND PROGRAMME BUDGETING SYSTEM (PPBS) 

The resources ait the disposal of the government are always scarce in 
comparison with the various services it would like to provide to the 
society. Accordingly, it must try to use these resources most economi- 
• cally and efficiently. To this end, alternative expenditure proposals 
should be weighed in terms of their respective costs and benefits and 
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it should be ensured that the chosen programmes are subjected to the 
tests of actual performance against their expected results. The formu* 
lation of the budget proposals should be directly related to the extent 
to which they can be implemented. The success of the implementa- 
tion depends upon the inherent soundness of the proposals, the eflSci- 
ency, the adequacy and integrity of the government machinery and 
the additional relevant circumstances. Since the actual results usually 
do not conform to the ones planned for, a system of assessment is 
needed. This implies that the decision to spend a particular set ot 
resources for a particular purpose (we may call it the project) invol- 
ves programming or laying down the sequence of steps for executing 
the project along with the expenditure of resources involved at each 
stage. Such a programme, by its very nature, will also indicate the 
corresponding results that arc expected. This part of budgeting is 
called programme budgeting. Tests have also ^o be devised to esti- 
mate the actual results or performance with the expected results and 
thereby judge the extent of efficiency or inefficiency with which the 
said project is executed. This aspect of budgeting is referred to as the 
perform ince budgciing. As the Hoover Commission in the USA 
stated, a performance budget is based upon activities, functions and 
projects of the government. When budgeting covers both the above 
mentioned aspects, It may be termed Pcrfoimance and Programme 
Budgeting (PPB) or Performance and Piogramme Budgeting System 
(PPBS). 

PPBS is the culmination of efforts aimed at improving the formula- 
tion and execution of cxpcndiiuic policy ot the government at the 
executive (not legislative) level. 1 he tradilh^: al approach in pub.ic 
expenditure was to ensure the accounlabilitv ot ♦nc executive to the 
legislature and accordingly rules were laid down which ihe executive 
had to abide by. In due course, however, the inadequacy of this ap- 
proach was realized and efforts were made to work out ru*es of 
managerial efficiency and flexibility in the process. The concept of 
PPB is the last in the senes of such improvements in which both the 
formulation and the execution of exj enditure poacy arc sought to be 
improved. 

The rationale ofPPBS is based upon some fundamental proposi- 
tions. Firstly, it recognizes the fundamental nature vff our economic 
problems, i.e., that they arise out vn' the basic scarcity of resources as 
compared with the requirements of the society. These various ends 
have competing claims upon the resources of the society and only 
those should be chosen which have the least cost-benefit ratios.^ 

it is not only the choice of particular projects which is. 
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relevant. There is an equally strong case for efficient execution of the 
chosen projects, hor this, tlicrefore, the criteria of efficiency and the 
steps for achieving the same have to be devise J. There must also be 
wave of judging the extent of shortfalls or over-achicvemcnls, if any . 

TliirtUv, PPBS recognizes the fact that in the conventional budge- 
tary techniques and policies, theie are no automatic regulators which 
would indicate to the executive and the legislature as to when the 
usefulness of a particular project has ceased, or when its usefulness 
has undergone a substantial change. For this, there must be a method 
of furnishing the feedback on the efficiency of vanou> decisions and 
their (mteome. Such a system of feedback is bound to be imperfect 
to begin with; but we shou'd hope that with the experience and over 
time, it would improve. And in any case, it is better to have an 
iffiperfcct system than to do without it. 

Fourthly^ without an appropriate PPBS, a kind of haphazardness 
creeps into government decisions. Fffcctive decision-making is gener- 
ally divided between several government agencies while particular 
projects and their results should be viewed in their entirety and not in 
parts. This implies that in most cases the decisions of more than one 
agencies would have to be coordinated and the effects assessed at 
different stages and in different spheres. Ad hoc solutions are some- 
times extremely useful, but ad hocism cannot be advocated as a policy. 
It is a destructive policy tool especially when we bring in the tact that 
the present is so closel> linked with the futurov the fundamental 
premises of programme budgeting are that policy and budgets arc 
inseparable, and' that the relationship between the structure and 
implementation of budgets and the determination and achievement of 
policy objectives should be made explicit. Programme budgeting is 
then a set of procedures designed to improve the basis for policy 
decisions and to secure a more effective and efficient allocation of 
scarce resources in the public sector, the output of which does not 
generally command a market price.”® 

Fifthly, the problem becomes further complicated on account of 
the fact that government budgeting is usually on an annual basis while 
a large number of projects and programmes extend over much longer 
periods. There has to be, therefore, an effective assessment of and 
coordination between budgetary provisions and policies over a span 
of time. PPB “puts heavy stress on forward programming 

It may be cmph i ised that PPBS is not a meciianical thing. It does 

*Jaraes Cutt, A Planning, Programming, and Budgetary hdmual-^Resource Alio- 
teat ion inf Public Sector Economics^ Praeger Publipatioos, 1974, p. 
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not replace the basic reliance upon sound human judgement. Its main 
task IS to help such a judgement in arriving at better decisions. PPBS 
docs not ignore the human factors, either on the cost or on the bene- 
fit side of a project. It takes into account even those human factors 
which cannot be quantified. To say that the analy^'is is systematic 
docs not imply that it has to be quantitative. The objective is to im- 
prove the process of dccision-making by the authorities such that the 
irrelevant issues are eliminated and all the relevant ones are incor- 
porated. Such an analysis demands that the assumptions underlying 
decisions should be specifically spelt out and the programme modi- 
fied (if need be) whenever any significant change takes p’ace in the 
underhing assumptions. This system need not cover every expendi- 
ture decision; but all the major government activities ought to be co- 
vered. Different alternatives and possible combinations of these alter- 
natives have to be worked out for the optimum ‘‘tili/ation of the re- 
sources. As an example, we may think of the alternative sources of 
energy which our country shouid think of tapping-coal, hydro- 
clect’-jciij pf*troleum, geothermal souices, wind, so ar energy, and the 
like. Obviously, PPBS has a vast scope and different major areas of 
application would demand different analytical techniques and criteria. 
The extent of success is also bound to be limited in the initial stages. 
But the corresponding usefulness of this approach warrants that a 
beginning be made with important areas ® 

fcchnically, the performance and pi ogranimc budgets are similar 
but not identic il.i^ Programme bu Igeting consists of three stages. 
The first one consists of defining the goals or objectives of various 
fiscal measures and policies. The emphasis here 1' on the output or 
results side of various programmes. This stage, thcicibre, involves a 
series of progiammcs and schemes aiming at achieving different 
objectives. The second stige is analytical in nature. It adopts a cost- 
benefit approach and therefore finds out alternative wa>s of achieving 
the said goals together with costs and benefits. Of the various alter- 
natives available the most economical (m iclation to the expected 
results) ones are expected to be chosen. The third stage may be 
called projcclivc, that is, tlic current programmes and policies are 
related to the future benefits, prc»blcms, costs aiivl other developments. 
At the end of the period, however, the actual perfornunce of the 
chosen programmes must also be .vahiatcd. T his assessment is 

•Charles L. Schuliz in James W. Davis, Ji. (cd.), Politics, Pm^tammes and 
Budgets, Prentice Hall, 1969, p. 1S9. 

^®Cf. Jess Bur^head, Government Budgi ting. New York, 1956, p. 139. 
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referred to as the “performance budgeting.” The programming and 
performance budgets are interlinked, and one has no useful meaning 
without the other. Programme budgets, by their very nature, are 
forward looking. They are related to what is planned or programmed 
to be achieved in the coming periods. Programme budgeting is 
“essentially a long-term “rolling planning system” under which 
budget IS an allocative process between competing claims, and the 
budget Itself a statement of policy for the appropriate planning 
period.” Accordingly, a proper implementation of programme bud- 
geting requires the development of a multi-year financial plan and a 
corresponding multi-^ear programme plan. In the financial plan the 
estimated inputs or costs are specified and combined with the corres- 
ponding programmes (or outputs) or benefits. A performance budget, 
on the other hand, is to reflect a record of accomplishments and 
failures. PPB is an important aid to the governmental decisions and 
an efficient PPB will be of great help to the authorities. Not only 
will such a system enable the authorities to improve their decision- 
making process, it will also help them to achieve better results at 
lower costs.^i 

It would be noted that a number of government services are diffi- 
cult to measure in terms of their performance and therefoic numerous 
conceptual and other problems come up. 1-or example, more than one 
programmes may be aiming at the same objective or one programme 
may be aiming at more than one objective. Similarly, a number of 
programmes with intangible results would be there such as those try- 
ing to improve the quality of education, health, hygiene, and so on. 
Schultz tell us that from the political point of view less flexibility is 
available in those areas of economic activity where it is easier to apply 
analytical techniques. On the other hand, where there is less of poli- 
tical rigidity, the data usually do not permit a good, precise and 
comprehensive analytical approach.^^ “PPBS is by no means a cut 
and dried matter. . .In particular, there i> a room for controversy 
about output classification . . . and as for performance checking, this is 
more easily talked about than done.”*® PPBS is heavily dependent upon 
an efficient system of budget accounts which should permit the 
requisite analytical dissection. Institutional and other arrangements 


'*James Cutt, op. cit., p. 3. 

^'Charles L. Schultz, The Politics and Economics of Public Spending, The 
Brookings Institution, 1968, pp. 88-89. 

**A. R. Prest, Public Finance In Underdeveloped Countries, Vikas Publishing 
House.1973. p. 1S5. 
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in a country will matter a lot in the precise techniques of PPBS that 
may be adopted. Above all, it is obvious that the efficiency of any 
such analytical system will depend upon the efficiency of the analyst 
also. As yet the skills required for this purpose are in their infancy 
and that is why even in developed countries PPBS is applied only in 
a limited way. 

For a proper PPBS, an efficient functional classification of the 
budget and the accounting system is of a great help. Functional 
classification of the budget itself enables us to obtain information 
on the aggregates of major functions or purposes of the government. 
If this functional accounting approach is extended to the level of 
departments and other organizational units, the task of PPB gets 
greatly facilitated. An efficient PPB cannot be implemented with 
aggrcgati\e categories at the national level such as agriculture, indus- 
try, public health etc. Such a compilation of data under major 
heads of accounts is, of course, very useful in providing information 
about the broad purposes or functions of government. But it fails 
to idf'ntify the specific programmes of government of their relative 
costs. For that, a detaPed analysis and breakdown of governmental 
functions in terms of specific programmes, activities and projects is 
needed. Fach ministry, department, or section can be used as the 
organizational level at which the required choice between various 
programmes is to be made. Such a choice should take into account 
the relevant information of relative costs and benefits as revealed 
with the aid of the detailed functional accounting. This further 
helps in judging the performance of various projects in an effective 
manner. “At a point where functional clas-sification is extended to 
an analysis of the over-all and subsidiary activities and programmes 
of each ministry or department and suitable yardsticks of perfor- 
mance for these programmes have been devised, the concept of 
functional classification becomes almost synonymous with that of 
performance budgeting. In this way, “One of the prime requi- 
sites of the introduction of performance budgeting is a complete 
integration of budgetary and accounting classification and the prog- 
ress in its application will hinge substantially on the degree to which 
a parallel and well coordinated accounting structure can be deve- 
loped to provide timely and current data for the appraisal of per- 
formance and various programi.vs and activities.”^'* 

^^Administrative Reforms Commission, Report of the Study Team-^AccountJ 
and Audiif Sepitmber 1967, para 5.6. 
paia 5.8. 
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Though in an accounting system, all the components of a prog* 
ramme should be at one place and under one control, in practice it is 
often not possible to do so. Questions of administrative considera- 
tions, technical efficiency and many others come in. And in the final 
analysis, in India, it is not essential to shake up the existing organi- 
zational and accounting system. Accounting system sliould be only 
supplemented and not replaced by a new one. In evolving an 
effective and efficient PPBS, we should start with the analysis of 
important programmes, projects and activities and the corresponding 
accounting system most suitable to this end should be worked out. 
This accounting system should be so designed as to enable us to 
devise suitable yardsticks for measuring the actual performance and 
for improving the same. Accordingly, the Study Team on Buugetary 
Reforms of the Administrative Reforms Commission rccommendcda 
phased introduction of the PPBS in India with priority assigned to 
those departments and organisations which handle programmes and 
involve large expenditure. This was accordingly done. 

In India, all the ministries and departments were preparing perfor- 
mance budgets by the year 1975-76. These performance budgets pre- 
sent the main projects, programmes and activities in the light of the 
specific objectives and an assessment of the previous year’s budgets 
and achievements. As yet these budgetary techniques arc in their 
infancy. There is also a need for all the ministries and d< partments 
to evolve rationale and objective standards of performance in each 
case. Also, it is essential that the relevant information be made avail- 
able to the units dealing with the performance budgeting. It is hoped 
that in due course, 'we shall be able to achieve respectable standards 
in performance budgeting. Once this is done, the performance budgets 
would become an effective tool in monitoring of plan .schemes and 
effective utilization of funds provided for them. Without the per- 
formance budgets the accountability of effective utilization of funds 
is reduced to only non-violation of audit rules. 



14 BALANCED BUDGET AND FISCAL 
POLICY 


BALANCED BUDGET 

Ihe term balance budget has been used in different connotations, and 
we find that with them various economic and policy interpretations 
attached. Thus, we may look at the budget from the accounting angle, 
or in terms of an economic meaning of different items included in the 
budget or the receipts and expenditure sides and their impact on the 
flow of funds and other variables. The budgei might also be viewed in 
its totality or in parts such as its revenue account and capital account 
pr.-ti«^ns. In each case, however the period c'ver which the deficit or 
surplus in a budget is to be estimated is also relevant. 

The traditional approach in economic literature was to look at the 
budget from the accounting point of view and justify the same in terms 
of different arguments many of which have been refuted later. Accord- 
ing to the traditional view, a budget would be balanced if the revenue 
of the government meets its expendituie over the period under 
consideration. This stand, as would be noted, compares the total 
revenue of the government with its total expenditure. However, on the 
revenue side, borrowings (both long-term am’ short-term, internal and 
external) are not included. But it will be noted 'hat to be reasonable, 
even in this accounting sense, reinterpretation of some receipts and 
expenditure would be needed. '1 hus, repayment of the loans should not 
be counted towards the current year’s deficit, though interest payments 
on those loans should be so counted. To put it diffeiently, we should 
look at the net change in the public debt rather than at the new bor- 
rowings. Similarly, the authorities might meei apart of expenditure 
through a reduction in their cash balances or by sale of some public 
assets. To the extent that happen>, it should be counted as a part of 
the deficit just as an addition to the cash balances or public assets 
should be counted as a part of tin. surplus budget. 

In economic sense, different interpretations c.m be ascribed to 
the terms surplus and deficit budgets. In India, the official approach 
is to distinguish between “market borrowings” and “borrowings 
from the Reserve Bank of India” to arrive at the estimate of a 
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budgetary deficit. The * ‘market borrowings”^ are the Jong-teriw 
borrowings— borrowings by issuing loans having a maturity of more- 
than one year at the time of issue. Market borrowings are included 
in the revenue receipts and therefore do not form a part of the bud- 
getary deficit. 

The logic behind this approach is that such market borrowings only 
divert the investible funds from the market economy into the hands 
of the authorities and therefore their use by the governments does not 
lead to any net addition to the total flow of purchasing power and 
demand in the economy. Such borrowings, therefore, do not add to 
inflationary pressures. Budgetary deficit, therefore, is taken only 
to indicate that public expenditure which is financed by f/) drawing 
down of the cash balances, and (/T) by short-term borrowings fjom 
the banking sector— more specifically by means of Treasury Bills. 
The Treasury Bills are mostly purchased by the Reserve Bank of 
India though some of them are taken up by the State Bank of 
India, the State Governments and some other approved bodies also. 

The Government of India cm also borrow from the Reserve Bank 
ofindiainthe form of ‘ways and means advances’ hut this facility 
has not been used by the Go\ernment of India since 1943. The use 
of Treasury Deposit Receipts (they can have difierent maturities rang- 
ing from one week to one \ear) for short-term borrowings has been 
quite limited and since the mid 1950s their use ha*^ been di‘Jcarded. 
The State Governments can borrow within the prescribed limits from 
the Reserve Bank of India and when they do, such borrowings also’ 
become a part of the over all budgetary deficit for the country in. 
terms of their economic effects. 

Tn reality, however, wc find that the Indian official view is defective. 

Firstly, it is a fact that the part of the “market borrowings” are 
taken up by the Reserve Bank of India itself. The effect of the loans 
taken up by the Reserse Bank of India is the same whether they are 
short-term or long-term ones since in both cases there is a net addi- 
tion to total flow of currency and demand in the country. The 
Reserve Bank, having obtained the government securities, credits the^ 
corresponding amounts to the Government in its books. When the 
Government spends out of those accounts, the Reserve Bank issues 
currency to the ^people to whom the Government wants to make the 
payments. If the Reserve Bank wants to keep the currency supply^ 
under check, it has to do so through other means. 

Secondly^ it is wrong to suggest that even the Ibans which are- 
taken up by the market are neutral in their effects. There may be an 
overall shift in the employment of resources firom consumption into 
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capital goods sector causing an addition to the inflationary pressures. 
Or the Government may be utilizing the borrowed funds for financing 
its welfare programmes, etc. In other words, apart from the way the 
loans are raised, their effects will also depend upon the way they arc 
spent. 

As stated above, the question of choosing an appropriate period 
over which the budget is to balance is an important one. Any period 
so chosen (say a year), would be arbitiary. It was for this reason 
that Jacob Viner ridiculed the choice of one year irrespective of the 
circum>tar*ce-. attending upon the choice.^ The American economists 
advocated lhal the budget shou'd balance over a trade cycle. But as 
Dalton points out, in some countries (such as those belonging to the 
socialist block) there would be no trade cycles. In some other coun- 
tries trade cycles wou'd occur only in a we form. And in any case, 
trade eye’es do not exhibit any fixed periodiciiy with reference to 
which the budgetary baiance cou’d be progianimed. One may even 
add that the verv policy of balancing the budgets would weaken the 
intt *>3 of the trade cycles. 

Arguments for Balanced Budgets 

(1) The traditional \icwwas in conformity with the ideals of 
^‘soundness” of private budgets. A private economic unit should try 
to avoid deficits, and if it has to incur a deficit at any time, it must 
try to wipe It out as soon as possible. This argument was extended to 
the field of nub'ic finance also. This argument had its origin in the 
tendency of the governments resorting to wasleful and unnecessary 
expenditure. It was fell that a government rp“st exercise a financial 
discipline upon itscT and must keep its expenditure within the avail- 
able revenue. This was theieforc considered an effective check upon 
any extravagance of the authorities 

(2) It is also argued that a deficit budget adds to the currency and 
money supply in the coiintiy and thereby strengthens the inflationary 
pressures. 

(3) It is argued that any tax effort by the authorities meets with 
some resistance by the tax-payers. T his acts as a check on undue and 
wasteful expenditure proposals of the authorities. On the other hand, 
the government will find it much easier to extend its expenditure if it 
is to be financed through a deficu People would be willing to lend to 
the government if given a high enough rate of return on government 

^Jacob Viner, Inflation as a Possible Remedy for the Depression, University of 
Georgia, May 1933. 
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loans. And in the case of hnarcing the deficit through resorting to the 
printing press, there remains no check but the one self-imposed by 
the authorities. Once, therefore, the authorities feel free to have a 
deficit budget, they are likely to be less inhibited in future also. More- 
over, since deficit budgets create inflationary pressures, the autho- 
rities would find their expenditure mounting up. This phenomenon 
itself will add to the temptation to have deficit budgets in future also. 

(4) One argument in favour of deficit budgets is that they help 
the economy in fighting a depression. However, the theory of ‘balan- 
ced budget multiplier' shows that with appropriate qualifying condi- 
tions, even a balanced budget can raise the level of economic activity 
and income provided the sue of the budget is increased.- In other 
words, to cure a depression (or an inflationary pressure) just an ap- 
propriate change in the size of the budget would do. 

Arguments against Balanced Budgets 

(1) The aim of the budgetary policy of the government should not 
be to go in for a balanced budget for its own sake. Public budgets 
do not stand on the .'■atne footing as the private ones, cither in terms 
of objectives or in terms of design. The objectives of a public budget 
must include the one to avoid any harmful effects on the economy. 
And if possible the budget should be used to effectively help the 
economy. The advocates of the balanced budgets assume that the 
government sector is superimposed upon the economy and is some- 
thing foreign to it. This stand is obviously wrong and Joes not need 
refutation. Furthermoie, it is implicitly or explicitly sugge-.'cd by the 
advocates of balanced budgetary policy that the public budgets must 
be neutral in their impact on the economy. It is also suggested that 
the market mechanism is able to bring about the best possible allo- 
cation of productive resources, employment and the like and the 
public budgets should not distort the market results. 

These suggestions have obvious flaws. 

Firstly, if the government is a part of the economy (as it actually 
is), its budget cannot be neutral in its impact. And the impact of the 
budget should be more, the larger its contribution to the flows of 
funds in the economy. As wc have seen in an eailier chapter there is 
a strong tendency for the public expenditure to increase as a pro- 
portion of the total expenditure in the economy. And therefore, over 
time, the public budgets arc becoming less and less neutral. Wc may 

*We shall look into the details of 'balanced budget multiplier’ later in this 
chapter. 
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note, further, that public budgets are composed of two sets of re- 
ceipts and expenditure. One set is sufficiently rigid and the other is 
variable. For example, on the expenditure side, various contractual 
payments have to be made. There are similarly many contractual 
receipts. The biidgctaiy policy can be designed only with reference to 
those items which are variab’e. 

Secondly, even if it were possible to have a neutral budget, we can 
question the c’csirability of having one- It is now well recognized 
that the market forces are not capable of bringing about the opti- 
mum resu ts in the economy and one can mention trade cycles, in- 
equalities of income and wealth dislnbution and so on as examples 
in this connection. 1 he need for an active buJgetar> policy designed 
to remove these ills cannot be denied. And in underdeveloped coun- 
tries, there is a strong case for the budgetary policy which accelerates 
the economic growth. 

(2) Now let us consider the argument that a deficit budget adds to 
the inflationary pressures. This argument, unless put forward in a 
prr,- '*- context, lend*, to misguide us. 

Firstlw the impact of a deficit budget iloes not depend upon only 
the preset cc or absence of tlie deficit. The more relevant factors are 
the sice of the deficit (in relation to the overall size of the national 
income) and the persistence of it. One major deficit might be more 
damaging than many nun >r ones. In a developing econom>, for 
example, some deficit budgeting would be needed to provide a finan- 
cial counterpart to the increasing monetization of the economy. 

Secondly . Xhexe cciw b' circumstances when a budgetary deficit 
woii'd be only iC'Kiiionary in chwir ictcr and .vould be only helping 
the economy in iccovei ing fi om a dcpie'»sion. , ‘urine a pened of 
depression, if the cconomv ha> a rcason^.blc flcvibility, a budgetary 
deficit woul I boost up production and emplcymcnt. 

T/z/zv/Zr, the change in ilic luiichaang power of money depends 
upon the demand for and supply ot goods and services by both the 
pubTc and private sectors. A surplus or a deficit budget may be partly 
or full) cou Tcr-balanced b) f’.c opposite behaviour of the private 
sector. 

(3) KcypC'.'Mnaintains that the budgetary measures intended to 
balance the budget themselves lead to subsequent budgetary deficits 
and the measures intended to cre ^e deficit would help them, subse- 
quently. to balance. Keynesian argument can be put as follows. 

During a depression, there is an all-round downward pressure on 


*J. M. Keynes, Means to Prosperity, 1933. 
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revenues* Thus because of a fail in the volume of production and 
prices, indirect taxes would fall. Because of a general reduction in the 
national income, and because of the progressiveness of taxation, 
direct taxes would also fall. On the other hand, public expenditure 
would fall mainly due to the reduced cost of government purchases 
while there would be a tendency for some cxpendiluics (such as to 
help the unemployed) to increase. And when the government tries to 
balance its budget by raising more revenue thiough higher taxes there 
is further disincentive to investment and consumption and a further 
reduction in production, employment and national income. Thus, 
the taxation measures which the government lakes to balance its 
budget themselves push the public budgets to further deficits. Just 
the opposite happens in the case of booms. There, with incieasing 
employment, national income, prices and output, the public revenue 
gets augmented while the public cxpendituie lags behind. If now the 
government reduces the taxes to i educe the budget surplus, a further 
impetus to investment and employment is imparted leading to an- 
other round of surplus Arthur Smithies adds by saying that an 
attempt to balance the budget annually will worsen the economic 
fluctuations in the country.^ During a depression, in an attempt to 
balance the budget, the government reduces its expeiidituie and in- 
creases taxes, thus, helping the depression. During a boom, when it 
should aim-at restricting over all expenditure, it encourages the ex- 
penditure by reducing taxation. 

(4) The argument that a deficit budget today restricts the budget- 
ary flexibility of tomorrow, is not exactly true. It must be argued 
that a policy of avoiding toda>’s delicit at any cost is itself a major 
restriction on the budgetary policy, buithermoie, there arc some 
forces which add to future flexibility. A large debt (which would re- 
sult from a number of deficits over time) ceitainly adds to the govern- 
ment’s armoury in the form of debt management tools and provides 
a means for an effective monetary poIic> al>o. And the overall fiscal 
flexibility is greater when the government can add to or reduce the 
debt volume. 

(5) The argument that a balanced budget is a means of financial 
discipline and efficient management of the financial affairs of the 
government is not guaranteed. A balanced budget itself does not 
necessarily imply an absence of wasteful expenditure. It is quite 

^Arthur Smithies, “The Balanced Budget,” American Economic i?eviVw, May 
1960, reprinted in William D. Grampp and Emanuel T. Weiler (ed.), 

Policy, p. 65# 
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possible, as Arthur Smithies says, that an effort to have a balanced 
Tbudget during a given period of time may rather lead to a wasteful 
expenditure.® A project, for example, having been started, might be 
left in between on the pretext of not exceeding a certain limit of ex- 
penditure (within the budgetary period) but such a delay would raise 
the cost of the pioicct. Again, it is also possible that the total public 
expenditure remains within the revenue available to the authorities 
but there is a great deal of inellicicncy. And furthermore, under the 
pretext of iinancial discipline some long-tcim developmental scheme 
may not be taken up at all. 

Any predetermined rule like the one stating that the budget 
ought to be balanced, will restrict the freedom of action on the part 
of the authorities, an \ thus icstrict the pos-jible use (»f fiscal policy. 
This will be moie so when vve reah/e that the fiscal policy is one of 
the many economic instruments which the auth« .'ities may have to 
use for achieving a diverse set of objectives. Tying down the fiscal 
policy in any particular manner only makes it less effective, and it 
m.a:, b'ing it in^o conflict with other policy tools. 

THE BAIANCI D BUDGET Mld.TIPLIER 


It is argued that even a bvilanccd budget does not guarantee that the 
net effect on income and employment in the economy will be zero 
(apart from the allocative effects which the budget might cause). The 
first formulations of this theory which developed in the wake of 
Keynesian analysts, maintained that any increase in government ex- 
penditure even though fully matched by taxation, \ ould lead to an 
equivalent increase in national income.® This rea ining was based 
upon the assumptions that the taxed amount, if left in the hands of 
the public, would be partly spent and partly saved on account of 
marginal propensity to consume being less than one, while the 
government would be spending all the tax collections. Thus, for 
example, if the government collects a tax revenue of Rs 100 from the 
public, then the net reduction in the consumption by the tax-payers 
would be less than Rs 100. If we assume that the marginal propen- 
sity lo consume of the tax-payers is 0.75, then the reduction in private 


“Arthur Smithies, op. cit. 

•See, for example, G. K. Shaw, Fiscal Policy, Macmillan Studies in Econo- 
*niics, 1972; T. Haavclmo, “Multiplier Effects of a Balanced Budget,*' Econo- 
•we'/riVtf, Oct. 1945; H. C. Wallich, “Jnconie Generating Effects of a Balanced 
®udget,’* Quarterly Journal of Economics^ Nov. 1944. 
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consumption would be only Rs 75, since that is the amount which? 
would have been consumed out of this taxed amount. The govern- 
ment, on the other hand, would spend all the Rs 100, and thus would 
cause an initial addition to the total expenditure of Rs 25. Further- 
more, given that MFC is equal to 0.75, multiplier is equal to 4 and so 
the inidal extra expenditure of Rs 25 will lead to an additional in- 
come generation of Rs (25 \4) — Rs 100. In this way, an increase in 
the si/e of the government budget leads to an equivalent increase in 
the national income, even though the additional public expenditure 
has been financed by additional taxation. 

The early formulation^ of a balanced budget multiplier put its value 
at unity, meaning thereby that a change in national income would be 
exactly equal to the change in the government budget irrespective 
of the value of the marginal propensity to consume. The conclusion 
follows when we note that the net increase in cxpendituic (on account 
of the government collecting a tax and spending it (is determined by 
the MFC of the public and it is this very MFC which determines the 
value of the multiplier also. The ne^ initial addition to the expendi- 
ture per rupees N of taxes is given by N (1 — MFC) while the value of 
the multiplier is 1(1 — MFC). Therefore, the addition to total national 
income is given by [ATI -MPCHl (1 -MFC)l--iV. Thus, an in- 
crease in the si/e of the public budget by an amount of Rs M leads 
to an equivalent increase in national income, through the budget 
remains fully balanced. 

It would be noticed that the balanced budget multiflier need not 
always be unity. This i> a special case only. For example, if the 
government expenditure is in term, of tran .fer payments, so that the 
funds get shifted from one section of the people to tlie other, the net 
effect will depend upon the relative MFC of the two sections of the 
people. If, for example, both the recipient, of government money and 
the tax-payers have the same MFC, the budget multiplier will be 
zero. This conclusion, however, is subject to two qualifications. 

Firstly, it is very likely that the MFC of the tax-payer, will be 
lower than that of the money recipient.. 

Secondly, a part of the lax collection would be u.cd up on the tax 
collection and dFbur-ements which will be in the nature of govern- 
ment expenditure. Therefore, it is mo t likely that even in the ca^c 
of transfer payments, there will be a po.itive budget multiplier. 

The above analysis ha. run in terms of consumption expenditure 
only. If we allow the possibilities that the taxes might cut into private 
investment, or that the government expenditure might induce private- 
investment through increased demand for output, va^ue of the multi- 
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plier will accordingly change. If, for example, there is an acceleration 
type effect on private investment, the multiplier may well exceed 
unity. On the other hand, if the government taxes cut into private 
investment, the multiplier may be less than unity. 

Let us now allow the presence ( f foreign trade also. The propen- 
sity to import reduces the value of the multiplier. Therefore, the net 
multiplier effect of the budget will depend, amongst other things, on 
the marginal propensity to import ^‘In particular, it is perfectly possi- 
ble for the total multiplier to be negative should the importing pro- 
pensity of the public sector outweigh that of the private. This latter 
possibility may be e^peciallv applicable in the case of a less advanced 
economy where pi ivate-sector imports are usually restricted whilst 
government developn ent expenditures often include substantial foreign 
inputs.^ 

It may be remembered that the balanced budget multiplier, as 
anahzed above, runs in comparative- tatics teims. The expansionary 
process in *he economv generated by a balanced increase in the 
budget d is assumed to have worked itself out; and this expan- 
sionaiy effect is measured in terms of addition to the national income 
duiing the process. Such an anal>‘‘is is in line with conventional 
multiplier analysis, but ignores many realities. For any practical 
application, the principle of budget multiplier has to be considered 
in greater details. The process, we see, is a time-conMiming one and 
theicforc the authonlies have to think of the relevant intermediate 
positions for selecting proper policy steps. There may be a need to 
initiate additional multiplier processes of different magnitudes in a 
certain o^e^lapping sequence. Moicovcr, this analysis implicitly assu- 
mes a dc\ eloped economy in which an expansion of monetaiy de- 
mand is coupled by a corresponding expansion in real oi lp’»t and 
employment. I or this assumption to hold, the economy has to have 
a highly competitne market mechanism. This may rot be the case 
even in a developed economy. Pie^ence of vrrious monopolistic 
forces, organized militant trade unions and other market imper- 
fections jeopardize the translation of the budget multiplier into an 
output and employment multiplier. On account of various ngiuitics 
the net result may be quite different from the theoretically expected 
one. In the case of an u^derde^ eloped country, the implicit assump- 
tions upon which this theoretical analysis is based, are least likely 
to be satisfied. Such a country is generally hindered by stronger 
institutional and economic rigidities. 


’G. K. Shaw, op. cit., p. 36. 
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The analysis of the balanced budget multiplier runs in terms of 
aggregates— tax receipts and public expenditure. Basically, however, 
the working of the budget multiplier would equally depend upon the 
composition, rates and coverage of these receipts and disbursements. 
This qualification is as much relevant for a developed market economy 
as for an underdeveloped one. For example, a particular tax revenue 
may be collected in one of the several alternative ways or a combi- 
nation thereof, such as commodity taxation, income taxation, wealth 
taxation and the like. Each alternative is expected to have a different 
incidence pattern and a corresponding effect on saving, investment, 
production, employment, etc. No doubt, a given amount ot lax 
collection will cut into the aggregate disposable income of the com- 
munity by a given amount: but the net response of the economy to 
such a reduction in terms of various economic decisions pertaining to 
saving, investment etc., will depend upon the pertinent details ot the 
collected tax revenue. Siniilany, to say that any government disbur- 
sement will necessarily be as expansionary as any other is unrealistic. 
Public expenditure may be directed towards demand-creating channels 
or it may first be utilized for creation of productive potential in the 
economy. Each pattern of public expenditure would lead to a differ- 
ent result. And lastly, wc must not forget, that along with budgetary 
activities the authorities always exercise a number of additional 
regulatory and monetary measures. Ihc analysis of budget-multiplier 
can have, therefore, at the most a partial validity. » 

One important conclusion here is that even a balanced budget is 
not expected to be neutral in terms of its effect upon income and 
employment. The money income is most likely to shift in the same 
direction as the shift in government budget and therefore a change 
in the budget size becomes a policy tool in the hands of the autho- 
rities. However, this total cannot be used blindly. The exact value 
of the multiplier will depend upon the values of MPC and other 
relevant factors. Furthermore, it is not necessary that an increase in 
money income of the country will necessarily lead to a correspon- 
ding increase in real income also. Beyond full employment, real in- 
come and employment will not increase. Even otherwise, we often 
•encounter a number of rigidities and specificities in the economy and 
so the increas-* in real income is not proportionate to the increase in 
money income. 


FISCAL POLICY 


It is by now clear that not only public budgets are not likely to be 
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neutral, they can also be used as a potent tool in different spheres of 
economic policy. Budgetary or fiscal policy would obviously consist 
of the steps and measures which the government might take both on 
the revenue and on expenditure sides. The field of fiscal policy is not 
very clearly demarcated from tho'e of monetary policy and debt 
management. The main reason is that all the'^e policy instruments 
deal with overlapping aspects of the economy. It is quite often main- 
tained that fiscal policy should mean that pobey which concerns itself 
‘‘with aggregate effects of government expenditures and taxation on 
income, production and employment.'’* According to this delimitation, 
the micro-level effects of various taxation and expenditure measures 
need not be considered apart of fisc il policy proper. Mrs Hicks 
says that “Fi.scal policy is concerned with the manner in which all 
the different elements of public finance, while still primarily concerned 
with carrying out their on duties (as the first duty of a tax is to raise 
revenue), may collectively be geared to forward the aims of economic 
policy.”® The crux of a good and effective fiscal policy is that all the 
necessary ingredients like cxpenditure^, loans, transfers, tax revenues, 
income from property, debt management, and the like are kept in a 
proper balance so as to achieve the best possible results in terms of 
the desired economic objectives. Discussion of individual taxation and 
expenditure measures is generally left out of the field of fiscal policy. 
But this is done only for simplicitv of analysis. A practical fiscal 
policy is meaningless unless we arc able to fill in the necessary details 
by working out the individual taxe> and expenditure programmes. It 
may be noted that the detailed analysis of the effects of various com- 
ponents (taxation, public expenditure and public debt) of fiscal policy 
has already been undertaken in earlier chapters and the student is 
referred to look them up for necessary details. 

The role of fiscal policy in regulating the economy and protecting 
it from the ills of the market mechanism were recogni'-ed only slowly. 
Ofiicial thinking (and to a great extent even the academic thinking) 
was wedded to that of the traditional ideals of a “sound” budgetary 
policy of avoiding deficits. Such a policy, amongst other things, was 
causing two problems. One was, as Keynes pointed out, the fact that 
an attempt to balance the budget would push it to an imbalance, and 
vice versa. The second was that through the process of balanced bud- 
get multiplier, the budget was adding to the severity of cyclical fluc- 

*A.E.A., Readings In Fiscal Policy, George Allen and Unwin, 1955, p. v. 

'U.K. Hicks, Public Finance, Cambridge Economic Handbooks, 3rd edn., 1968,. 
p. 274. 
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tuatio^is. Tt was v\ith great difficulty that the appropriateness and us e- 
fulness of the fiscal policy in combating the ills of the economy were 
recognized, especially during the Great Depression of 1930s. It was 
conceded that the government had a primary responsibility of helping 
the economy towards stabilization. With the development of growth 
economics, it was discovered that long-run stability was itself a factor 
contiibutir.g to the economic growth of a country. With the advent 
of p’anning and the intense desire to bring about a rapid capital 
accumulation and economic growth, fiscal policy has assumed a great 
importance in underdeveloped countries aNo. In developed countries, 
the objectives of fiscal policy are '\cighcd in favour of long-run stability. 
In underdeveloped countries, it is directed not only to stability, but also 
towards, promoting the growth of savings, investment and the reduc- 
tion in income and wealth inequalities. However, when it comes to 
actual components of fi cal po’icy, the task is far more intricate in 
underdeveloped countries bec.iuse here the economies arc full of 
rigidities, shortages and other obstacles. More specifically, one impor- 
tant objective of fiscal policy would be to break the vicious circle of 
poverty and to usher in a rapid development of both agriculture and 
industry. To put it diffcrentK, the objcctivc-mix and the priority-rat- 
ing can differ in different countiies. It is also possible that at times 
some immediate economic problems aNsuine the highest priority such 
as that of controlling inflaiion, reducing unemployment, or of checking 
b dance of payments deficit. I urthermore, it is not necessary that 
different objectives would alwavs be in harmony (for example, objec- 
tives of growth anci distribution in many cases come into conflict in an 
underdeveloped country) and a proper balancing has to be tried in 
that case. 

Fiscal Policy and Stability 

We may begin by noting that the problem of st ibiJity refers to the 
rccu ring phases of upward and downward cumulative movement in 
income, employment, output and prices etc., in an economy. In a 
developed market economy, thi'. instability appears in the form of 
trade c>cles. In im underdeveloped country, instability is mainly 
caused by importation of inflationary and deflationary pressures from 
abroad through foreign trade and changes in balance of payments. 
The role of fiscal policy in promoting economic stability was recogni- 
zed very slowly, and not sufficiently till the Great Depression of 
1930'. Actuary, as Keynes pointed out, the orthodox “sound” 


^®J. M. Keynes, op cit. 
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budgetary policy of avoiding deficits itself contributed towards grea- 
ter inst;ibi!ity and macre the task of keeping the budgets balanced all 
the more difficult. This in fact generated a “perverse” policy on the 
part of the authorities, pushing the expenditure and demand in the 
economy dov/n during a {"criod of depression and pushing them up 
during a boom. 

The development of the concepts of “multiplier” and “accelerator” 
and the relationship between the macro-variables like investment, in- 
come, consumption, and savings enabled the economists to visualize 
more clearly the mechanic^ of trade c>cles and the role which the 
fiscal policy could play in a developing economy. This gave rise to 
the principles of compensatory finance and functional finance. It was 
realized that through fi^cal policy the government could, to a great 
extent, neutralize the destabilizing movements in the economy. The 
general theoretical framework was that a depre^^ion is caused by a 
deficiency of effective demand, fi'^cal policy should remedy it by in- 
creasing public expenditure and by encouraging private expenditure. 
Simila^*^ , d a boom period the need is to control the demand 
which again can be partly done through curtailing public expenditure 
and partly through curbing the private expenditure. Keynes put the 
whole remedial scheme in terms of providing appropriate changes in 
total effective (demand which should be increased during a depression 
and decreased during a boom. To this end, steps should be devised 
to bring about necessary changes in expenditure in both public and 
private sectors. 

To encourage demand during depression, the authorities should 
step up their own expenditure and encourage that in the private 
sector. Public expenditure may be increased thiough incurring public 
investment directly, or enhancing consumption expenditure of the 
government. Similarly, subsidies (with or without lax concessions) 
can be used to encourage private consumption and investment. The 
principle of balanced budget multiplier tells us that even if increased 
public expenditure is financed through an equivalent taxation, the 
budget has an expansionary effect. But this possibility was not recog- 
nized in the early stages when the theory of compensatory finance 
was developed. Now, of course, it has been found that the principle 
of balanced budget multiplier in itself is subject to some quali- 
fications. If, of course, the^e qualifications arc satisfied, there will be 
a net increase in aggregate clfactive ocmand through an increase in 
public expenditure even if it is financed through taxation. But it is 
obvious that a more effective method would be financing ihe increa- 
sed public expenditure through deficit financing. Such a deficit might 
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be met either by resorting to printing press or through market borrow- 
ings. In the former case, it is expected that there will be a net 
addition to the total expenditure in the economy. In the latter casc 
also, the aggregate expenditure is most likely to increase because du- 
ring depression the investment opportunities in the market arc not 
much. However, the government's expenditure policy would be more 
effective when the extra purchasing power go.‘s into the hands of tho',e 
people who have a high marginal propensity to consume. Variou> 
social security measures like unemployment relief, old-age pensions, 
and so on wou/d be, therefore, very helpful in raising the total de- 
mand i i the market. Producti\e activity would pick up faster and the 
existing unutilized capacity would be used if the government ex- 
penditure is mainly of consumption and welfare t> pc without an> ajin 
at increasing additional productive capacity. Through the multi- 
plier process, the econoni> would then be able to recover from the 
depression. 

Taxation is considered an effective tool in encouraging expenditure 
in the private sectoi. Ordinarilv, a general reduction in tax rates ot 
abolition of various taxes is recommended. This would push up pro- 
fits and reduce pi ices through a reduction in the cost of supply. 
Lower prices are expected to increase demand, production and emp- 
loyment, which in turn would bring in further increase in demand, 
and so on. A similar action can be taken in the field of customs duties 
also. Raising import duties would divert the donijpstic demand from 
imports to home-produced goods and reducing or abolishing duties 
or giving export subsidies would increase the demand for exports and 
would contribute towards recovery from depression. It is obvious 
that a detailed tax policy should be more effective than a general one. 
Thus, it would be more helpful to lower tax rates on those goods 
which have a higher elastic demand. Demand should receive greater 
stimulus if persons with a higher marginal propensity to consume are 
given a relief in direct taxation. Similarly, for encouraging invest- 
ment, specific tax concessions can be thought of — tax holidays, greater 
depreciation allowance and the like. 

To counteract inflationary pressures, authorities still have to devise 
means to curtail the effective demand. Obviously, the authorities 
should begin by economising in their own expenditure. Quite a good 
amount of unnecessary and wasteful public consumption expenditure 
can be reduced. However, the freedom of the authorities in reducing 
public expenditure gets restricted when it comes to some important 
specific expenditures. It is generally found impracticable to retrench 
government employees for political and humanitarian reasons. Simi* 



Balanced Budget and Fiscal Policy 289 


larly, quite a substantial proportion of welfare expenditure cannot be 
reduced. Actually, on account of rising prices there is a further pres- 
sure on the government to raise the salaries, pensions, and the scale 
of welfare expenditure. Even the normal expenditure of the govern- 
ment tends to increase on account of higher prices. Certain contrac- 
tual expenditures like the interest payments on public loans are also 
there. All told, it appears that the government finds it more difficidt 
to reduce its cxpcndituic durinii inflationary periods than to increase 
it during a depression. To w hat extent can taxes be used to counteract 
inflationary pressures'^ In this ''onnection we would consider two 
questions. The first relates to taxes as built-in stabilizers and the 
second relates to the common belief that taxes can be used to curb 
prices and demand. 

Taxes do act to some extent as built in stabilizers. Given the 
]e\cl of government expenditure, the tax s>slcm itself tends to create 
a budgctaiy suiplus duiiiig a boom and a deficit during a depression 
(A budgetary surplus would curb expenditure and demand while a 
budgetary deficit would ha>c the opposite clTcct ard thus an anti- 
cychcai cijeci is created). This happens bccau<^c revenue fioin in- 
direct taxes is dependent upon the level of economic activities. Simi- 
larly, revenue from direct taxes w'ould depend upon both the income 
generated and the level of economic activities. Moreover, direct taxes 
are usually progressive. With increasing money incomes the direct- 
taxes bill rises more than proportionatcl> and during a depression 
there is a moie than proportionate reduction in it. Therefore, yield 
from these taxes also moves in line with the level of economic acti- 
vities. The result is that during a depression, tax revenue falls, and 
with given government expenditure, there is a budgctaiy deficit, 
which in turn has an expansionary eflcct. On the other hand, during 
a boom, the tax s}'stcm >ickls a larger revenue causing a budgetary 
surplus which lias a conlraclionary eflcct. However, vve shoifld note 
that the authorities cannot rely upon this built-in-slabiU/irg eftcct'of 
the tax system and the clTort needed for economic stability is far 
larger than the automatic change in the tax bill. Dining a boom, for 
example, the maikcl may develop expectations that prices w'oukl rise 
still further and lax measures arc not likely to curb speculative de- 
mand and prices in this case. Similarly, unless producers expect that 
their investments would be commercially profitable, they would not 
invest during a depression even when tax rates arc lowered. It should 
be noted that even in developed market economics, market imper- 
fections are increasing. This phenomenon has tended to reduce their 
adjustability and responsiveness to tax measures. Such limitations 
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of tax devices become more gUring in underdeveloped countries. 
These economics are riddled with extra rigidities and they h.i\c limited 
scope for the use of direct taxes. Accordingly, in these countiics, the 
authorities ha\e to rely to a larger extent on non-taxation measures 
like import quotas and ] nee contro s. t ven vMthin the tax s>stcm, 
reliance has to be had on mdiiect taxes on a selective basis. 

All to’d, it IS found that the fi^cai pohc\ has far moic chances of 
success during a depression, but much less in an inliationaiy situation. 
In either case, it will be better if the fiscal policy is helped with 
appropriate monetary and other nieasuies. 

In underdeveloped countries, hovcver, the aggiei?ati\e i ole of 
fiscal policy is limited since such econon.ies do not have enough of 
flexibility and tend to develop pockets of inllationary pressures. In 
this case, the government has to devise more ; aiticular n easiiics of 
taxation and expenditure, coupled with additu nal "elective credit 
controls, etc., to help the economy. In the field of foreign tiade .»Jso, 
its exports and imports aie likely to siifler fiom low elasticities and, 
therefoic, the use of customs duties and subsidies has to be supple- 
mented with that of phvsical quotas, licence-), and so on. 

Fiscal Policy and Economic Growth 

Budgetary fl(.ws form an important p )rtioii v f the ilow-ol funds ol 
an economy and, therefore, h ivc a proi\)und r j c in duecUng the 
working of the economy. Lven a dcvcicpeu coimtiy cannot afloKi to 
stagnate or dcca} . for it also a stead > incie.tsc irt national lucvure 
and employment is vciy desirable. Staointy ol the ecc noui^ helps it 
in achieving this objective because the investment i ccisk'H" aie alTcetcd 
more favouiably under conditions of sUl i ity (an invcsloi is inteies 
ted in loth the rate ol the returns as a so iis ‘salet>’ and Mahi iiy’) 
and with stability the consu nplioii cxienoiLurc ai"o doc^iutla'l 
below a level and forms a cusl ion fi r the economy, llovcvcr, it is 
not necessary that the objective of stabn'l} ol income ana emp.o>- 
ment at a high level should always be in harmony with tliat t f maxi- 
mum growth rate. This is because the jong lun giowth lalc to a huge 
extent depends upon the r tc of capital accumiii..tion and the deve- 
lopment of tlic capital goods secti r. A high level i f sla‘ e emph v- 
ment might be achieved through encotiiagcnicnt of ‘uiiproduciivc’ 
investment and ?xpcn liturc on the part i f tliC goverrmc.it. In i Ihcr 
words, such a level of emp ovment might be t thieved and "ustaii cd 
on the strength of a high consumplion evcl lat! er than a high invest- 
ment one. Thus, a short-run pvdicy of achieving stability at a higli 
level of employment would be helpful for economic growth but need 
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not he the best from the long-run point of \iew also. 

The contrast becomes clearer in the case of underdeveloped count- 
ries. Ileie there is an express need to acce 'crate the process of capital 
accumulation for which, therefore, it is the capital goods sector and 
the H)cial overheads which are to be given priority. Furthermore, 
capital goods industries are generally capital-intensive and generate 
prop nlionately a lower employment. The contribution of these deve- 
lopmental efforts, therefore, would tend to militate against the short- 
term objective of increasing employment in t^ic c )untry. On the other 
hand, if employment-oriented, labour-intensive industries are encoui- 
aged, there will be a large increase in the consumption demand and 
this will retard the process of capital accumulation. 

The market mechanism in an underdeveK ped economy is not likely 
to be able to generate enough of savings and investment needed fora 
rapid economic growth. Had this been s >, there was no need to think 
of fiscal policy as an explicit instrument of growth. For this re ison, 
the government budget has to assume a leading role in effecting savings 
in the e'‘nn(miy. Whether or not foreign capital can p ay a significant 
1 ole in supplementing the budgetary savings of an underdeveloped 
country depends upon the specific ciicumstances of the situation. But 
in general, reliance upon foreign capital can be placed oolv up to a 
limit and no more. Budgets have a more diiect role to play in capital 
accumulation and economic growth in an underdeveloped country 
than in a developed one. As it is, the saving potential in an under- 
developed ecoiunny is verv limited partly because of the shortage of 
particular resources, paitly because of the lick of adequate demand 
(especially of capital goods), and partly because of high cost of pro- 
duction. This vicious circle can be broken through the government 
effort at development. For this, the budgets have to be savings-or ented 
for the ccononiN. Also the budgets themselves would have to be 
designed in such a way as to vieki investib c surplus in the liands of the 
authorities. Such invcstible siirp.us could then be d rected tow'ards the 
buiiding of social overhea Is, cicati m of basic and key industries, and 
so on. 

it has to be noted that the government il clT>it vt develophig the 
economv docs not have to be limi‘e I to ih: pub'ie sector i>ni . So 
fc.r as the maikct ircchanism and private c iterpii-e aic icrpittcd, 
they mast be induced to contribute their '•liarc to the developmciit of 
the economy. More specifica’lv, the authorities should liavc a Icilnitc 
policy of creouraging the growth of partieulai nu ustrics and in parti- 
cular areas (so as to reduce ihc icgional imbalances). For Ihis p*»r use, 
there shou’d be specific tax cnncessions and siil sidies such as tax holi- 
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days, higher depreciation allowances, etc. 

Jt is essential to note that the development of capital goods sector 
adds to the inflationary pressures. This is because while the demand 
in the market keeps on increasing on account of the generation of 
additional money incomes, the supply take^ time on account of the 
long gestation periods in capital goods industries. Deficit financing 
has a special role to play here it can be used in accelerating econo- 
mic development, but it has to be prevented from helping inflation. 
Since direct saving capacity of the people is limited, therefore, the 
authorities find it easier to resort to deficit financing for the purpose 
of financing the growth of public sector. There arc tw^o forms of 
deficit financing here — and both may be resorted to in combination. 

Firstly, the government may borrow from the market. This proce- 
dure is cquisalen^ to transferring the resources straight from the pri- 
vate hands into those of the government. Normally, the scope for 
pure market borrowings is somewhat limited in an underdeveloped 
country. People do not have enough to spare for investing in go\ern- 
ment loans. The market borrowings, therefore, generally amouiit to 
'oans from various institutions and this means generally a diversion of 
investible funds from the private sector to the public sector. \n other 
words, the market borrowings are not likely to add to the total in- 
vestment in the couiitr>. However, a shift in investment vsouid be 
there if the government investment plans are different from those of 
the private ones (and this is most likely to be so). 

SeconJiv, the deficit financing, namely, resorting to the printing 
press, amounts to taking away a portion of the private sector’s resour- 
ces and leaving it with extra mone>. This technique can be used for 
re-allocating of the economy’s resources and thus accelerating the 
pace of economic growth. 

However, it must be remembered that market borrowings and 
currency creation by themscKcs do not guarantee ihal capital accumu- 
lation process will be strengthened or that inflation will be avoided. 
Actually, if government uses the market borrov\ings or currency crea- 
iion to undertake various wcTare ineaMires or other consumption ori- 
ented expenditure programmes there might be a retardation of the 
growth process. Growth-oriented programmes may be divided into 
two portions. Some of them will be those which are quick results 
yielding ones such as minor irrigation schemes, reclamation of land 
and the like. There will be others like training and education of the 
working classes and development of the capital goods sector. Invest- 
ment in latter types of programmes will add to the inflationary forces 
ill the short-run and it is necessary that a proper corrective policy be 
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adopted to counteract that. In brief, we may emphasize that the bud- 
getary investment policies will have both a ‘multiplier’ effect which 
will influence the aggregate demand and the ‘capacity’ effect (which 
will add to the production stream) in \ arsing forms and with varying 
lags. It is , therefore, essential that the budgetary policy directed to- 
wards growth must incorporate elements of fiscal policy adjustments 
to avoid inflation or deflation. Thus, the investment programmes of 
the government designed to ensure growth would imply additional 
measures to bring about necessary adjustments between demand and 
supply of important goods and keeping the balance of payments on 
an even keel. This highlights the basic usefulness as also the limita- 
tions of the fiscal policy for economic development. The effective 
range of choice for po'icy-makers in the form of fiscal instruments 
may be much narrower than we might believe in the first instance. 
Furthermore, the budgetary measures designed for growth come up 
against problems of implementation, especially if there are various 
authorities participating in the task such as the ministry of finance, the 
planning commission and the local authorities. The conflicts and 
difficulties are further heightened when we think of the fact that a 
policy of economic growth is usually accompanied by additional 
objectives of social development and egalitarian ends. 

Similarly, fiscal policy directed towards more equitable distribution 
of income and wealth will obviously be encouraging consumption 
and would disert the resources from investment. In this way, the 
objective of growth comes into conflict with those of distributive 
justice and containing inflation. Litmost skill is needed to design a 
fiscal policy which could achieve a proper balance between these 
objectives. It is obvious that fiscal policy cannot be expected to 
achieve a miracle. Other instruments of economic policy will have to 
be used along with for this purpose. 
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The Federal Sef-up 

A federation is an association of two or more States. The member 
States of a federation have the union (or Central) Government for the 
whole country and there are state (or regional) governments A)r parts 
of the country. In this set-up, thus, more than one go\crnmcnl would 
be found for each region. It becomes a case of di\ided sovereignty 
for different governments which coexist. To put it differently, in a 
federal set-up, there are at least two layers of government. The top- 
most layer is the central or federal (or union) Government and below 
it lies the layer of state governments. The same principle may extend 
further and there are likely to be local or municipal governments 
within each state. However, generally, the discussion of the problems 
of a federal set-up is limited to the central and state governments 
only. The constitutional arrangements in a federation can vary and 
the exact governmental powers and obligations can differ in different 
federations. 

In some countries, the states would be surrendering some powers 
to the federal government, while each state would have freedom of 
action and sovereignty in respect of all other matters. For example, 
the state governments, forming into a federation, might agree to come 
together and surrender to the federal government the functions of 
defence, currency and foreign relations only. All the other legitimate 
functions which a government may be expected to perform might be 
retained by these states. In such a .situation, the federation is a crea- 
tion of the states and depending upon the constitutional set-up, 
individual states might even be permitted to break away from the 
federation as and when they like. The other general way in which a 
federation might come into being is where the government of the 
country establishes regional or st.ttc governments and delegates vaii- 
ous powers to them for the purpose of efficient discharge of those 
functions. The fo.mation of such u federation may be stated to come 
about through fissiparous tendencies in the country indicating the 
lack of exact harmony of interests of different regions. Such a ten- 
dency is very likely to be there in a big country where the regional 
differences exist to a significant extent. Federations are suitable for 
those countries in which different ethnic and cultural groups occupy 
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reasonably distinct areas. 

This system of political organization enables these different groups 
to maintain their identity and progiess in their own ways, while still 
co-operating with each other. In between these two extremes, differ- 
ent degress of cohesion may be found. Depending upon the ciicum- 
stanccs which brought about (he federation into existence, and the 
dexelopmciu of the relationdiip between the central and the state 
govcrnn'.ei'ts, it is pnvsible that in some federations, the limits of 
po’Acr', may K (.'cfine . for one layer of the government, the balance 
going to tlic other l..ycr. (ie.icr<.lly, the consiitution of a federation 
wou'd ocm II. d that no one layer of the govcnmient wou’d be able to 
change its right', and obligation-, vis-a-vi% the other iayeis uai’aterally. 
It wil' have to be done through the inutu il consent of the govern- 
mc: ts invo ved— oUen through a formal amendment of the constitu- 
tion. Ocea.ionally, of course, some change, in the mutual relation- 
ship might come about even through a reimerpretation of the consti- 
tution by the competent judici.il authority of the country. 

One lo.... ..f limiiing the po vers of o.ic layer of government and 
assigning the balai.ee to the other layer has been noted above where 
the federating states would allow the centre to deal with only, say, 
defence, currency, and foreign matter.. Another example would be 
the one where the centre dcleg ites certain powers specifically to the 
states. Tn still other constitutions, the functions of both the slates 
and the centre may be vlcfincd. In India, for example, the functions 
and powers of the Central and State Government are as given in the 
Union I ist, the State List, and the Concurrent List which gives those 
functions which overlap between the Central and State Governments. 
In some constitutions, simi’arly, the centre may have the authority 
to abolish, create or rc-de!ine the boundaries of a state. 

Thus, a federation is not a static and rigid concept. It has evolved 
into different forms i i different countries. However, one general 
tendency is notL'cablc. In most of the federations, the centre has 
tended to become strong in those matters which concern the whole 
nation while the state governments have tended to widen their sphere 
in matters of regional and local importance. In this way, even the 
unitary types of governments have moved neater the federal form, 
while the federations have exhibited a tendency to develop strong 
unitary powers in certain spheres. In any case, no government, cen- 
tial t.r state, remains cvmp etely sovereign and this is the basis and 
spirit of any federation. 
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The Rationale 

A question arises as to why should there be a federation at all in a 
country? Let us see the justifications for having such a set up. 

(1) Efficiency, One answer to this question lies in the coinpicvitics 
of a modern life in its various ramifications — political, economic 
social and others. And it is found that there are various duties ami 
functions which can be more efficienti} performed only at the tedcral 
level, while there are others which are best tackled at the state or 
even local level. 

In th' extreme there arc some services which approach very closely 
the ywe public goods and \\hich have a good deal of externalities 
such as defence measures for economic stability and the like. The 
provision of such services should ideally be in the hands of the fede- 
ral government rather than state governments or local ones. Similar- 
ly, those services which cover more than one slate, such as inter-state 
transportation, communication, trade and commerce, are the subjects 
better suited for the federal government. These public services are 
meant to be consumed by the entire population of the country, or 
the population belonging to more than one state and to put these 
under the jurisdiction of any one state, or divide them between stales 
would create unnecessary complications. The reason is that in such 
cases the costs and/or benefits of the service in question obviously 
spill over the boundaries of a state. Jt becomes (iiflTicuIt to have a 
proper cost-benefit analysis of such a service, to have a unified deci- 
sion-making process and bring in a haimony between the cost- 
recovery and the pa'ving out of benefits. On the other hand, there 
are some public services, the exact need for which is most likely to 
differ from area to area such as sanitation, medical aid and the like. 
From the administrative and other angles, such services should be 
left in the hands of the states and local governments. 

In between the two extremes come thi 'SC functions which pose a 
problem, and make it dillicult to have a clear cut division between 
the central and the slate governments. Thc.c aic those functions 
which can probably be handled efflcicnlly by both layers of govern- 
ment. Moreover, with tlic passage of lime, it is possible that a func- 
tion which was left to the states (or centre) is no\v found to be belter 
suited for the other layer of the government. Such difficult cases 
would probably include education. Any division of such functions can 
be debated and questioned. In India, we have the Concurrent List of 
functions for both the Central and the State Governments. In such 
cases, however, care must also be taken that there is no duplication 
of efforts and no serious gap is left. 



Federal Finance 297 


(2) The Nature of Problems and their Solutions, In a big country, 
there is likely io be a lack of uniformity in the problems faced by 
each region. Th^ nature of their problems may defy a common solu- 
tion. For example, each region has its own economic resources and 
potentialities as also the limitations which it faces. And an ideal 
solution would be the one which is in harmony with the cultural, 
social and political values of the people. In a big country, or in a 
country populated by dilTercnl Social and economic groups, therefore, 
the ideal economic, political and other solutions will differ. It would 
be best, therefore, to ha\e a diversified pattern to suit the regional 
and other requirements. A federal set-up provides a greater scope for 
aspirations —political, social and economic- of dilTcrent regions of 
the people to be translated into practice through the diversity that it 
peimits in the set-up. 

The Financial Issues in a Federal Set-up 

Go' ernment activities ha\c their financial counterparts, both in 
revenue and expenditure. Therefore, in a federation, along with the 
political problem of division of (he functions as between different 
layers of the government, the issues connected with financial arrange- 
ments have also to be sorted out. It is gcneially stated that the power 
to spend should go along with the obligations and power to raise the 
necessary resources. This is considered more so because expenditure 
is a relatively more pleasant duty of the administration as compared 
with that of raising the revenue. It implies that a sound solution of 
the financial issues will ensure that the governments in a federal set- 
up have clcar-cut tax bases which do not overlap. Between the fede- 
ral government and the state governments, the tax power should be 
divided according to the identification of the tax bases while between 
the state governments even the same bases may be taxed but only 
within their respective jurisdictions. Thus, for example, if the federal 
government is imposing income-tax, the state governments should 
not do the same. However, taxes like land-tax can be imposed by all 
the state governments since here the territorial boundaries of one lax 
levying authority can be di'^tinguished from those of the other. 

In practice, hovvc\er, it is not always possible to avoid taxing the 
same base by two or more governments. And sometimes, another 
problem may arise in the form of what is termed as a tax competition. 
One state government may reduce or abolish certain taxes (such as 
sales tax) in order to attract trade and manufacture from other parts 
of the country. This type of competition is not always bad, of course. 
.A backward state might find it a useful incentive to attract capital 
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and thereby help bringing about economic growth. Therefore, whcthei 
or not tax competition in any particular situation is unhealthy will 
depend upon the merits of the case and no i priori generaIi7ation can 
be made in this connection. 

Another aspect of the problem of federal financial relations ina> 
be stated as follows: To allow and expect a go^crnmcnl to perPTm 
certain functions means cxpcctirg it to spend the nccesv r> amcnints. 
If the government is not able to laisc the necessary funds, it ob\ io- 
ns]' cannot perform thc^c functions. A Iimitatiim on the !e 

resources would be a Jimitatio-i <‘n its pe wer to spc'uJ and hence per- 
form t‘'at function. But to let it ha\e resources withiuit any legiti- 
mate controls and discipline would also be not desirible. If for 
example, the Central Government agrees to finance a'l the spcsMied 
activities of the state gotcrnmcnts irrcspccli\c of the extent of ex- 
penditure, the state governments w\>uld lend to over-'penJ. Ihcre 
would be wastage and inclticicncy also. This lea is us to look for 
particular rules and guidelines for dividing the financial powers as 
between different government units. 

Principles for Efficient Division of Financial Resources between 
Governments 

(A) Efficienry, Different sources of public revenue can best be 
handled at different levels. Some Sv)urccs of revenue arc, by their very 
nature, national in character, while some are of regional or even of 
local character. For example, if we take the case of income-tax, we 
find that to let thik source of revenue be in the hands of state 
governments would create many anomalies and complications. 

Firstly^ income-tax rates and exemptions are likely to differ if diffe- 
rent states arc given authority to fix their own schedules and exemp- 
tions. 

Secondly, in a large number of cases, it will be difficult to demar- 
cate the jurisdiction of various slates in a clear cut manner. 

As individual (or a firm) might be getting his (or its) income from 
more than one st.tc. Or the income may originate in one state while 
the individual (or the firm) may be a resident of another state. A still 
more complicated case wiii be where even the origin of an income 
cannot be easil} idcnlilicd. For example, a trader resides in State A, 
buys goods in St.itc B, and sells them in Stale C, and thus earns a 
profit. Which of the three slaves is cntil'cd to lax him? Apart from 
the problems of identifying the origin of income, such a situation will 
also make it difficult to get hold of the lax asscssccs and tax evasion? 
will be a real problem. Similar difficulties will be faced if we ihinlc 



Federal Finance 299 


of the wealth, gift, expenditure and many other taxes. The problems 
of valuation of the taxable amounts involved, and the problems of 
jurisdiction all get mixed up in these situations. For these reasons, it 
is thought best to assign such direct taxes to the federal government. 
There are similar t ther taxes which, because of their multiple associa- 
tion with different states, cannot be left in the hands of the states such 
as inter-state trade transactions. Custonis duties, for example, arc 
collected only at certain points fron^ where they arc supposed to leave 
the country, but the goods could originate in any state. Similarly, 
in a modern economy, a number of regulatory and protecti ve fm in- 
cial powers ha\c to be left with the federal go\crnmeni. One ma> 
mention here the currcnc\ and coinage, international capital flows, 
foreign aid, and the like. These things arc assujning greater impor- 
tance with expanding int:rnational economic relations. 

Certain financial sources will be bcticr left with ^he state govern- 
ments for eflicient scheduling and collection. Examples may be given 
of land revenue, small scale and cottage industries, dairy farming, 
road etc. Some sources of icvcnuc should preferably be left 

in local hands; for example the income from water rates, house taxes, 
city transport and the like. 

(li) Kconowy, I ike the canon of economy for the selection of the 
taxes, the assignment of various financial powers to different govern- 
ments should also be with reference to the economy in the cost of 
collection. A non-economical and expensive way of collecting a 
revenue would be wasteful for the economy, and no economy is rich 
enough to waste its resources as such. 

(C) Desired KJfccts, Again it is found that a number of collective 
and other actions have to be taken which will be of local nature and 
which will vary significantly over different areas. The rates of house 
taxes, for example, need not be uniform in all cities. They arc best 
decided by the municipal authorities themselves. Sindlarly, fiscal 
meassurcs designed to biing about stabilization in the economy will 
be more effective if designed and implemented at the federal level. To 
prevent the economy from a balance of payments disequilibrium and 
the like, a policy of customs duties can be helpful at the n ilional 
level. Regarding the industrial policy de^^igned to help the ovcr-all 
growth of the economy, it is the national action that is needed; but 
to reduce the regional disparities, state actions can also be employed. 
Fiscal efficiency in terms of collection, and variations of coverage ..nd 
schedules will thus often point towards the way the jinancial powers 
should be divided between different gONcrnments. 

(D) Adequacy. Seligman emphasized the criterion of adequacy 
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•when he said that “the three principles that should guide in the allo- 
^cation of revenue as among various tax jurisdictions are: the extent 
of the base of the system, the efficiency of administration ard the 
adequacy of the revenue.”' However, the adequacy of revenue should 
obviously refer to the adequacy of the total revenue availability to a 
government and in a federal set up, even that may come in conflict 
with the criteria on the basis of which functions arc assigned to diffe- 
rent governments. Of the two, these days, the efficient allocation of 
functions is given a priority and the financial adequacy is sought to 
be adjusted through other means like tax-sharing, grants and loans. 

As a general rule, however, we can mention some of desirable re- 
sults which should be achieved so far as possible while dividing the 
financial resources between the federal and the state governments, 
and as between the state governments. 

Firstly, the tax coverage and tax schedules should avoid being dis- 
criminatory as between citizens of the same country residing in diffe- 
rent states, unless of course, the over-all national policy dictates so, 
say, on welfare grounds whereby resources ought to be transferred 
from the more to the less advanced states. Secondly, assuming that 
there is no specific problem of regional imbalance, the tax structure 
should be as uniform as possible as between different states. 1 he 
states should avoid unhealthy tax competition and should therefore 
not come into conflict with each other. 

Division of Functions 

We have alreatiy made some observations in this regard showing 
ihc diversity of functions which a modern government is expected to 
perform and therefore the rationale of having different layers and 
divisions of the governmental authority in the country. We can ela- 
borate this further by pointing out that on grounds of efficiency 
and economy of administration, it is preferable to divide the func- 
tions between the central and Ltatc governments. Wc have seen, in 
general, how some governmental functions may be performed more 
efficiently at one level while others may be more suitable for other 
levels. But apart from this, there is the problem of inter-state diver- 
gence also which would indicate the desirability of assigning diffe- 
rent responsibilities as between different state governments. The 
nature of problems faced by Rajasthan, which has expansive desert 
areas will be different from the problems faced by Bengal or hilly 
states like Himachal Pradesh. The character of economic, political 

^B.R.A. Seligman, Essays in Taxation, 10th edition, p. 669. 
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and social set-up differs as between different states, and therefore a 
number of problems can be more efficiently solved at state or even 
local levels. 

The Problem of Financial Imbalance 

The above discussion of the proper diMsionof functions and re- 
sources sho\\s the problun of imbalance -at the aggregate level, 
as between the centre and the states, and as between the state'' 
themselves. 

Let us first look at the imbalance at the aggregitive Ic\el. It 
highly unlikely that the duties (responsibilities) and financial powers 
would be in harmony at different levcK of government, 'fo begin with, 
it must be noted, that even foi the economy as a whole, it is \ei> 
unlikely that the needs and the availabilitv of resources will match. 
In an eailicr chapter, we have seen various reasons for this. 

F/rs/Zr, as Wagner and Wiseman-Pcacock hypotheses sho\^, there 
will be an upward trend in public expcnJiliuc. The balance between 
the expenditure and revenue, even if it is attained once, is not likely 
to stay. And Wiscman-Peacock thesis siippoits this possibility in a 
much stronger manner. 

SeconUw cyclical fluctuations and other disturbances in prices, in- 
come and employment, nafural caiamitie^ and other emergencies etc., 
would be causing an imbalance between the two 

Even if there is an over-all matching of the resources with the needs, 
there is no reason to believe that such will be the case at stale and 
federal levels separately as well. 'Ml so hap^^ens that the distribution 
of functions by performance criteria and of powers by economic 
allegiance tests do not lead to even a roiighl > satisfactory bahince 
bctw'cen o»vn-rcvenue and expenditure of most of the federaliohs."’ 
The nature ol revenue resource^ best suited for one level of the govern- 
ment need nol conform to the nature ol the recjiurcments oi tiiat 
level of the government. Similarly, even vvilh tlic similar financial 
powers, one stale covernment may find them inadeqiude while the 
other may not. Actuady, as we shall sec below, there aie chances 
that there will be quite d good deal of discrepancy, at least on wclfaie 
grounds. The discrepancy as between the rcsouiccs available to the 
centre and tlie states incieases due to the fact that on account of 
efficicnev, cconom> and other criteria the centie gets those resources 
which are elastic in nature while the states are mostly saddled with 


*D. T. Lakdawala, Union-State Financial Relations, Lalwani Publishing 
House, 1967, p. 3- 
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inelastic revenues. For example, in India, income and corporation 
taxes are v\ith the Union Go\crnincnt. The yield from these taxes ren s 
to increase along with an ia:rea e in nationd income. Another Jiicr.i- 
tive source of revenue to t’ e ( eniral Goxemnient is the Union Lxci'^e 
Duties. The States, on the other hand, have mainly ine’asiic source, 
such as land reveinie, cic. net*\ecn the states also, various laclois 
contribute to the discrepancy between thc'r revenue resources. The 
level and composition of income in dilferent stales may vary widely. 
Those of them which have irulii^trics would be able to yield larger 
revenues by way of sales taxes, etc , while tho.e depending niainJv 
upon agricuhurc will not be so lortunate. Simil.irly, t.hc extent aiid 
intensity of trade, commerce, and allied services differ from area to 
area. Bigger commercial lch les arc obviously able to lay their hands 
on more revenue than the aieas wb.ich are backward in this respect. 
And peculiarly enough, the revenue needs of the economically advanc- 
ed states are comparatively ( i.a proportion of the income ofthc state 
regiim) lower. In Ic'.s ile\ eloped areas, there is an all-round need for 
improving social services, providing social overheads, improving 
health, establishing industries and the like. To put it dilfercntlv, the 
marginal utility of each rupee spent l\ way of public expenditure in 
lesser developed states vdll be more while it will be less in the case 
of more advanced states. On the other hand, the marginal disutility 
of each rupee raised by way of public revenue will be higher in the 
backward states. 

Now a distributive justice is as much called for I'^ctwecn regions of 
the same country, as between dilferent members of the society. This 
justice implies that'whatevcr be the level of governmental activity, the 
marginal disutility of taxation '•hoiild be the same for dilferent regions 
and similarly the marginal utility or benefit of governmi'iit expenditure 
shoiil i also be the 'Mime. Since a backward region need'» much larger 
amount of slate services than it has at present, it^ marginal social uti- 
lit from governmental services N far greater, in a backward region, 
therefore, the public expenditure diould increase -if need be, even by 
transferring the re oiirce fr^'in the more advanced legions. Similarly, 
when it comes to cvdlccting the tax revenue, it is relatively better olf 
regions uhLh should pay more because of tlic low'cr social marginal 
di'uti]il> ( r sacfilice of tax. Eventually, intcr-rcgional juslicc would 
demand that the richer regions are taxed more an 1 the tax collections 
arc tran ferred (partly) t) and spci t in the poorer regions. Thus, a 
resource transfer shouhl talc place. Though wc arc not able to 
measure the social disutility and social utility of taxation and public 
expenditure, still a reduction in glaring regional inequalities will 
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certainly be helpful. 

It is very unlikely that the advanced states within a country will 
voluntarily agree to transfer adequate resources to the poorer states. 
For such a transfer, a political set-up in the form of a strong federal 
government would be helpful an.d probably even necessary. The federal 
government should have, therefore, resources much larger than its own 
requirement', (and a larger share ofthe.se resources should be coming 
from the moie advanced regions of the country) so that it transfers 
them to the poorer regions for their levelling up. A strong centre is 
also needed for political integrity of the country, which in turn will 
again imply larger resource availability to the central government. 

Federal Financial Adjustments 

1 he conclusion that in a federal set-up, there is likely to be an im- 
balance between the needs and resource-availability of ditterent 
governments, leads us to look into the problem M' financial adjust- 
ments between them. As we have noted, such a problem of financial 
adjustment normally implies transferring of resources from the central 
government to the slate govcinments and from some regions of the 
country to the others (again generally through the medium of the 
central gosernment). Given the o\er-all lesource po.'‘ition, two issues 
have to be sorted out in this connection. 

Firstly, the relative needs of stales vis-a-vis the needs of the central 
government have to be determined. A scheme has also to be evolved 
whereby the relative needs of the states vis-a-vis each other are quan- 
tified. Both dimensions of thi. problem are interlinked and one can- 
not be solved without reference to the other. 

SccoJiJly, the precise method', and techniques of resource-transfer 
have to be decided and implemented. 

Let us lake up the lirst problem to begin with. Some of the functions 
of the central gv)\ eminent a. e such that ai>ciU'.ion about the legitimate 
extent of public expenuilure on them can be very casilv inconclusive. 
One can only mention a g^meral range within which public c\pen«li- 
turc on such fuiKUor.s should be uiulcrtaken. Thus, it is dillicult to 
decUie a ‘proper' amount of defence expenditure. It will all depend 
u ^on the circum lances attending upon the question including die total 
rc.'.ource avail. dniitv, the international atmosphere and the like, in the 
event of an .ctuai war, t'efcnce would obvioU'.L get the top-mo^t pri- 
ority. Same i the case with various other functions also which the 
central and '^tate governments arc expected to umiertake within their 
respective spheres. (?nc may look at the problem from the point of 
view of dividing the total governmental activities into capital accunm- 
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lation and growth, social services, and so on, and then formulate an 
idea as to what is the relative ^^eightage which each of these main 
categories is to command. In practice, of course, the relative weight- 
age will tend to follow a pattern that already exists and only marginal 
changes, (if at all), arc likely to take place. Anyway, having decided 
about the relative weightage, it can be estimated as to what portion 
of these services is to be performed by which government, and the 
resource entitlement can accordingly be worked out. 

We must remember that this type of approach sounds all right only 
on paper. In practice, it is surrounded with all sorts of difficulties. 

Firstly, there are some fixed and contractual payments which no 
government would be able to avoid such as interest on public loans, 
salaries to its employees and the like. Again, even if it is agreed that 
the administration is too expensive, not much can be done to reduce 
its expenditure (though care may be taken that it docs not increase as 
fast as the expenditure on other services do). 

Secondly, such a fixediiy of expenditure also comes in the way of 
inter-state division of resources. Thus, a state which has a developed 
educational system and other civic amenities is already committed to 
a certain amount of expenditure on these services. Therefore, out of a 
given amount of expenditure which ought to go to these serv ices, this 
particular state just appropriates a lion's share while the needs of other 
states are obviously more. 

Thirdly, with claims and counterclaims, it is ultimately a matter of 
opinion and judgement as to what sphere of activity should command 
what portion of the total governmental resources. Not only economic 
but many other influences will also go to decide the resource alloca- 
tion. 

Fourthly, \i\^ very difficult to agree upon the criteria and their 
relative weightage while deciding about the inter-state distribution of 
resources, for example, if we take the case of the central government 
giving grants-in-aid to the state governments, what should be the 
criteria, on the basis of which their relative jjiarcs arc to he determi- 
ned? The first impulse here is that it should be the populati<ui of the 
respective states. But a little reflection shows that the population cri- 
terion has many flaws. The needs of a region for governmental services 
does not depend upon the size of its population only. It equally 
depends upon the population density, topography of the region, the 
climate, fertility of the soil and many similar factors. Moreover, in a 
country like India, where population control is an urgent need, adop- 
tion of population as the basis of distributing the resources would 
sabotage the population policy. Another basis for the adoption of 
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resource division could be the per capita income of the population 
within each state. Such an approach, however, implies that within each 
state there is a reasonable uniformity of income distribution. It, 
however, may not be the case. For example, in UP State we find that the 
eastern districts are quite poor compared with the western ones. The 
criterion of per capita income would under-estimate the needs of the 
eastern distiicts. The criterion of per capita income suggests that the 
poorer states should get a larger share of the resources, but ignores 
the problems of their absorption (that is the capacity of such slates to 
utilize eflectiscly these additional resources). The absorption capacity 
can be developed only slowly and therefore indicates the need for a 
gradual removal of the inter-regional disparities. 

Fifthly, if the relative sharing of resources is decided on the basis of 
the respective needs of the states in relation to their current resources, 
a number of them are likely not to put in the desired tax effort. They 
would avoid imposing additional taxes, revising the rates of the exist- 
ing ones to the new rational levels, and nright even deliberately ignore 
tax-evading attempts of the public. Thus, those states which are quite 
vigila.it and ' igorous at raising the resources would suffer in compari- 
son with those wliich are lethargic and inellicicnt. It implies that an 
objeclive criterion of deciding what a state could be legitimately ex- 
pected tis raise by wav of revenue resources must also be evolved. But 
such a task is not an easy one. Only some imperfect solutions can be 
expected in this direction. It should also be remenbered that any 
scheme and set of criteria adopted for sharing and transferring the 
resources between different governments is not likely to be suitable for 
all times to come. By the very nature of the issues involved, the whole 
s) stem '-hou'd be flexible so as to be able to cater to the changing cir- 
cumsianccs and requirements. 

The second problem, as mentioned above, is the choice and use of 
the instruments and methods of restoring the resource-balance bet- 
w'cen different governments in a federal set-up. Here, the following 
main methods may be used: (1) Tax-sharing; (2) Grants-in-Aid; and 
(3) Lo,ins. 

(U Tax-sharitij'. This system refers to the practice where a tax (or 
taxes) is levied by one government and the proceeds are shared by two 
or more governments. Generally, this is the case where the federal 
government imposes and collects a tax and then the tax proceeds arc 
shared with State Governments. Such a practice might be needed on 
grounds ofcfiicicncy of tax administration including z/m/or/w/tv of 
rates, and plugging of the tax evasion. Imposition and collection of a 
lax by a single authoiity could be justified on grounds of economy of 
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tax collection also. Again, when a particular tax covers economic acti- 
vities or properties etc., spreading over two or more states, it is always 
more desirable that the federal government should levy and collect 
the tax. Such a procedure has other advantages also. The federal 
government Cv'uld share with the State Governments the proceeds of 
those taxes w hich are quite elastic and thus meet the objection of the 
states that they are left with only inelastic revenues. I hu'^, in India, 
the Central Government shares with the State Goveinments the pro- 
ceeds of the income-tax and union excise duties. Another form of tax 
sharing can be the one where the central government which collects the 
tax does not retain any part of it and distributes all the proceeds amo- 
ngst the si 'te governments. 1 hiis sales tax involving in'er-state sales 
tran‘*'actions may be collected by the Central (iovcrnmcnl and the 
proceeds distributed amongst the spates accordin ’ to some principle^. 

Wc must note that in tax-sharing (with given percentage shaies),the 
combined amount going to states will depend entirely upon the pro- 
ceeds of the tax —usually net of the cost of collection Within the 
divisible pool, the share of c: ch stale, however, will depend upon the 
percentage share a'^dgned to it. The slate's. then fore, share the beiufits 
or losses of changing revenues whith an cl ^lic t '\ i> ikclv to exhibit. 

It mu^t be remembered that tax-sli.^ring shouhl be done on ‘ome 
rational basis. In India, for example, the need for .in over-all levidon 
of the tax-sharing is recognized and the President has to deci.Ie abiuit 
the sharing of the prescribed taxes between the Centre and the State; 
as also amongst the States themselves on the basis of ihe iccommcn- 
dations of the Finance Commis.sion which must be appointed periodi- 
cally. Of the various possible principles of tax-sharing, some cannot 
be recommended .strongly— such as, guaranteeing ccriaiu minimum 
absolute amounts to particular governments, or granting a fixed 
amount to one government and the balance to the other. Tax-sharing 
ought to be subjected to objective criteria and revised according to 
the needs of the times. 

In general, two approaches might be adopted in determining the 
shares of the states inter-sc in the total divisible pool. The first 
approach makes use of the tax collection originating within the juris- 
diction of respective states. The second one considers the tax base 
itself. The two approaches can yield quite different results. For exam- 
ple, in the case of income-tax, two states may have the same number 
of tax assessees (that is equal bases), but the tax collection may be 
larger from one (in which richer income-tax payers reside) than from 
the other. 

A scheme of tax-sharing might be all right for the time being, but 



Federal Finance 307 


its correctness cannot be guaranteed under changed circumstances 
also. It is alwa>s preferable to have a flexible system which could be 
adapted to suit the changing needs of different constituent parts of 
the country’s government. Furthermore, from the point of view of 
efficiency of collection, it is always desirable that the tax collecting 
gosernment is entitled to some share in the proceeds of the lax as 
well. Otherwise, it is likely to be lethargic in it> duties. Furthermore, 
in order to keep the s\stem within man i.'^cable limits it is bettor not 
to spread the t ix-sli.iring ’•cheine to too many taxes. It is preferable 
to concentrate in the in lin on some iinpoitant and elastic rc'cnues 
like income-tax. 

(2) Orants-in-AUl Though theoretically grants-in-aid can be from 
any one government to the other, in '^eiH'ral it is the central govern- 
ment which gives grants to the tsatc governments because mcstlv tlie 
states hive deficient rc>ourcc>in compins' n with the services which 
thev have to provide Gvants-ia-aid can be U'Cd to serve many pur- 
poses in a fcden'l sct-iip. Thus, thi'V'iy idea of helping the sta'e, 
with uclicieiii icsoiirccs imp'ies that .si'.i ts ire a means of biinging 
■ibout a balance between the functions and resources of the goverr- 
nicnt at different levels, and in each state Grants are basic.xlly meant 
to meet the additional "needs” ol the St >tc Governments arising out 
of the services they are expectcvl to provide but for which they are net 
empowered to raise enough resources. In some cases, it mav even oe 
found desirab'e thvit one or more states should be perlorming certain 
'•ervices but without burdening the state population with extra taxa- 
tion (even if they can). Forexamp'c, during a depression, tl c Slate 
Governments may be induced to spend more without col Iccti' g more 
vif lax revenue or raising adilitional loan > from the markets. Similarly, 
they ma.i be helped to provide lelicf against famine, drought, floods, 
and the like, without taxing the people finther. 

Another important function of grants is to help the countrv in re- 
ducing regional disparities. Such grants, in a relative sense, would be 
loaded in favour of the backward regions of the country. These grant, 
can be conditional in the sense that they may be given for specific pur- 
poses only. By making them conditional, the federal government tries 
to ensure that the purpose of such grants is served. A grant with the 
intension of developing an irrigation facility should not be used, say, 
for office buildings. It may further be added that grants meant to help 
the relatively backward regions of the country are not just acts of 
charity. They are indirectly beneficial to the better-off regions as well. 
A backward region is a drag upon the whole economy. And it is m 

the interest of the better-off regions that the backward ones should 
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also experience economic improvement. They would be generating 
an economic feed-back process. Further, as the economies of the 
backward regions are pulled out of their stagnation, they will no 
longer remain in need of extra grants. 

Grants-in-aid may be in place of or in addition to the tax-sharing. 
In India, Grants-in-aid are given by the Central Government to the 
States under Articles 273, 275, 278 and 282 of the Constitution and 
arc determined on the recommendations of the I inance Commission. 
These grants arc in addition to the tax-sharing between the Centre 
and the States. Grants can be of various forms. Some grants, as seen 
above, could be to compensate the States for the loss of certain reve- 
nues In India, for example, the Central Goveinment gave grants 
under Article 27.1 to compensate for the loss of icvcnue on account 
of the federalization of export duty on jute and jute products. Simi- 
larly, under Article 278, the (ioveinmcnt of India gave grants to the 
erstwhile Part B States for the net loss of revenue on account of their 
linancial integration with the Union. 

Some grants may be general in the sense of a general contribution 
to the revenues of the states and may be called fiscal-need grants. 
They are intended to help the states to overcome the ovciall inade- 
quacy of revenue in comparison with their expenditure needs. In 
India, the Union Government gives .such grants under Aiticle 275(1). 
In addition to the above, the Union Government may also give grants 
to the States for the development of Scheduled ■ I ribes and areas 
under provisos to Article 275. Furthermore, there can be discretion- 
ary grants also, which may be sanctioned for any purpose, in India, 
Article 282 of the Constitution empowers the Government of India 
(and the States) to give such grants, notwithstanding the existing 
distribution of financial resources and the finance Commission is not 
authorized to deal with these grants. The Government of India gives 
conditional grants to States usually under this discretionaiy power for 
specific purposes like flood relief. Plan schemes and the like. 

Conditional grants are always meant for specific purposes. For 
example, the need for particular projects or schemes may be recog- 
nized but the State Governments may not be in a position to spare 
resources for these schemes. There may also be a possibility of a 
State Government utilizing the grant for a purpose other than that for 
which it was meant. In such ca-'Cs, conditional grants would be a 
better choice. A conditional grant may be additionally a matching 
grant also, meaning thereby that the amount is granted subject to the 
condition that the recipient government also contribute-) a specific 
amount or percentage (in cash or kind) for the scheme (or •■chemes) 
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<under question. Conditional and matching grants, however cannot he 
justified in every case. If every grant is conditional, then there is a 
danger of the total resources of the state being used sub-optimally. It 
is often belter to allow the state freedom in dividing its total resources, 
including grants, in the best possible manner it can. Conditional and 
matching grants would be necessary only where the rationale of some 
schemes is well established but where it is found that the stale 
government would give them a low priority. In general, however, 
conditional and matching grants tend to breed inefficiency and wastage. 
For example, if in a particular scheme the Stale Government has 
to spend only 20'’o of the co>t, while the Central Government gi\c> 
the remaining R()% as grant, the State Government i^ likely to under- 
play its cost while deciding to take up the project. In conditional and 
matching grants, therefore, utmost care an«i vigilance by the grant- 
giving government would be needed. No grant-receiving go\ernment 
should feel free to use the grant funds wastefully. Both the donor and 
donee goxernments have to rcalbe their responsibilities. This is a 
dcli^'au but it must not be lost sight of. Too niggardly a grant 
will scuttle the purpose for which it is gixen and too large a grant 
will encourage irresponsible and wasteful expenditure. 

(3) Loans. They have a special phice in the federal set-up. If it is 
found that a stale should undertake a particular project and that the 
project is expected to pax for itself through an income partially or 
fully, then instead of a straightaway grant, the federal government may 
give a loan for financing the project. A loan, in other words, becomes 
a kind of inxestment loan xvhich is supposed to be paid back out of 
the earnings of the project. The state government would also be 
probably more careful about the running of the project if it has been 
loan-financed than if a grant was received for it. It is, of course, 
clear that the amount of such a loan need not cover the full cost of 
the project. Also the interest rate could differ from the one on which 
the government could borrow in the market. In a number of eases, 
such an interest rate would be somewhat lower. 

It is not necessary however that the loans should be project-tie 1, 
or must be used only for particular projects. It is quite possible that 
just as the federal government could be in need of loans from the 
market or from the central bank, similarly, a State Government might 
find its revenue falling short of its requirements. The need might 
suddenly increase on account of some natural calamity or a shortfall 
•in the expected tax receipts and the like. To tide over such situations 
<in which the State Government is ordinarily expected to look after 
itself) the centre might agree to extend a loan to the state government. 



310 Public Finaice 


Alternatively, loans from the central government might take the 
place of normal market borrowings. In India, for example, the State 
Governments borrow only limited amounts from the market; but they 
have been extensively borrowing fiom the Central Government and 
as a result have become heavily indebted to it. 

It is clear that no single adjustment device would suit all the 
circumstances and all the cases, fhe whole approach of the financial 
.'idjustment should be based upon realism and objectivity and shouldi 
be amenable to a review whenever the circumstances so demand. 



16 PUBLIC UNDERTAKINGS 


meaning; 


Wc should distinguish bctweci’ public sector of an economy and the 
public undertakings as such. The "oscinn'icnt activities form a signi- 
ficant proportion of the total economic activities of the econom,' , and 
therefore, nuikc an important contiibution to the flow of funds, 
consumption, emplovment, am* the like'. In the public sector, wc shall 
include the government administration, defence and similar public 
services including commercial and non-commercial undertakings of 
the governn’cnt. ^hi^ concept of the p.iblic sector is helpful when it 
comes *o ascertain the lolc of the government in the working of the 
cconomj. This appioach runs in teims id the allocation of re'ouices 
as between the private and public sectors and the polity issues and 
effects conesponding to any shift beaveen them. 

Public undertakings, however, need not be eciuatcd with public 
‘cctor as such. The form a part ot the public sector. Public sector 
services may be divided into three parts: 

(/) Those public services which arc provided free of cost to the 
members of the society (or where that is more or less the intention) 
such as defence, administiation, justice, law and order. 1 hese serv ices 
tend to approach pure public goods; 

ill) Those public services which are run and maintained by the 
Departments or as Departments. Examples are of postal services, 
education, ccrtiin public utilities, roads and bridges etc. These 
serv ices are financed and run on different criteria so that some of 
them may be in the nature of commercial undertakings also; 

Uii) Those public services which are provided not by the Depart- 
ments but through the means of autonomous or semi-autonomous 
bodies like firms, companies and corporations. These economic units, 
though owned by the government, may have their own price policies 
according to different objectives and criteria. 

Though it is not always easy to draw a clear-cut line of demarcation 
between public undertakings and the rest of the public sector, it is 
gcnerallj agreed that the undertakings providing services in categories 
Ui) and (Hi) above onlv constitute public undertakings. It might, ho’w- 
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ever, be mentioned that even in category (/) the government might 
charge fees for some services (for example, court fees, or licence fees 
etc.). But such fees would be more in the nature of taxes and for 
regulating the supply of services on certain basis. Furthermore, the 
terms, undertakings and enterprises sometimes cause confusion. It is 
felt by some that probably a public enterprise is more like a private 
enterprise where there is a risk and there is an intention to reap a 
profit, while a public undertaking need not be risky and it need not 
work lor profit. This distinction is not a basic one. We shall use the 
two terms interchangeably and state that whether or not a public 
undertaking faces risk like a private enterprise depends upon nume- 
roiu circum>taiices like the product it supplies, the market structure 
and so on And a public undertaking may or may not ha\e a policy 
of making a profit. A choice of price or profit does not make it one 
or the other. One thing, however, we should remember. Tlicie have 
been some goods which we, in line with Miisgrave, max c ill the ‘merit 
goods’. They are ^uppo^ed to be essential for a proper and dccen 
life of the community and therefore, such goods and serxiccs have 
been tiadilionally c«illcd public utilities (hkc water, city transport, and 
the like). Such riiblic utilities may be in the hands of prixale sector 
(as has been the ca^c quite often), or they max be in the hands of the 
authorities in which case they also become public undertakings. TTiiis, 
a public utility need not necessarily he a public undertaking and 
vice xcTsa. Because of their rccogni/ed importance in the life of the 
community, the working and price policies of these public utilities have 
been subject to governmental control and regulation even when they 
are in private hands. 

^ The growth of public undertakings has been partly b\ nationalisa- 
tion of the existing concerns and partly through the creation of new 
ones. In advanced countries, public sector ha- e\pandcd to a large 
extent, by taking over of public utilities. In countries hkc the UK, 
where the idea's of social ^ecu^ily have gained a rapid currency, 
certain key industries were nationalised as a matter of policy. Tn many 
underdeveloped countries, objectives of rapid economic growth, in- 
dustrialisation and a socialistic pattern of society have led the autho- 
rities to nationalise many private enterprises. In some cases, as a 
matter of national policy, some sectors have been reserved for the 
public sector. In India, for example, the government’s industrial 
policy reserves airways, defence industries, new sled mills, and the 
like for the public sector. Similarly, even the official help to stimulate 
private sector of the economy may gradually work towards the ex- 
pansion of the public sector— firstly, through the establishment of 
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public financial institutions and secondly, through the eventual 
financial control and ownership of the concerns financed through 
them. However, we may add that “in most developing countries the 
public enterprises sector is in a formative stage Expansion has tended 
to be vigorous rather than orderly, particularly in the countries where 
governments fiice urgent development tasks which, by necessity or by 
choice, arc entrusted to public enterprises.”^ In the case of many 
underdeveloped countries, it has been sought to replace the private 
enterprise undertakings by public sector undertakings. It has been 
partly prompted by an over -estimation by the authorities of their own 
newly acquired administrative powers and capabilities in the wake of 
Independence. In some cases, a dislike for piivale enterprise (which 
was in some cases the offshoot of a dislike for the colonial rule) 
itself has reinforced this desire to liquidate private enterpri'-e and 
institute in its place the public enterpiises. 

Rationale 

llic iiLcd to have public undertakings can be justified on a number 
of grountls. 

(!) The first justification for public enterprises was provided ironi- 
cally b> the advocates of fiee enterprise like Adam Smith. It was 
realized that in spite of all its advantages, a fiee price mechanism 
ha<! seiious limitations which had to be overcome m the long-term 
interests of the economy. We may be able to ignoie some of these 
limitations but not all. An econoin} cannot sustain itself and grow 
unless it IS healthy in terms of production potential which should 
incieasc with the passage of time. With the ad\ent of industrialisa- 
tion, and therefore a more rapid lalc of economic giowth, it was 
essential that the economy sliould be able to sustain its increasing 
productive capacity. This implies dcvek'>pment of different economic 
sectors in harmony with each other, that is, a proper sectoral balance. 
Ho\\ever, the nature of market mechanism is such that all economic 
activities are guided by economic “rationalism” which in the case 
of provision of productive services means profitability Market 
mechanism would refuse to create and run those productive services 
which could not yield adequate commercial profits. Now it is found 
that there are some means of production like social overheads, the 
creation and maintenance of which does not ensure adequate commer- 

^United Nations, ‘‘Measures for Improving the Performance of Public Entcr- 
jpriscs in Developing Countries,” Vol. I, Report of a Working Group, 1969, 
rpara 24. 
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cial returns. Such social overheads, however, arc necessary for the 
development of the economy. They are a major source of external 
economies and therefore help towards unleashing the productive 
foices of the economy. Their dc\elopmcnt lowers the cost-pricc level 
and stimulates economic growth. 

Tn this way, social o\erhcads formed the first category whose 
creation and maintenance as public undet takings was ihcorclically 
justified. The public authorities could maintain these o\erheads at 
a loss and meet the loss from their tax revenues, in some cases of 
course, it might be practicable to collect some revenue by wav of f'cs 
and the like, but in general these social overliCads would be non- 
profit ible undertakings. 

(2) Furthermore, most of these social overheads and oilier basic 
and key industiies need huge annaiius of investment. Private cntcr- 
piisc is either not able to raise the necessary funds oi is mU icadv to 
assume such large ri^ks. In such cases, even if these Liilerpiiscs could 
po^>.ih’y be profitable, the government has to sten in to e .tablidi these 
Cases of very long-term prr'jeots also come in this categtny. A s< ciet> 
is expected to have an eternal life. It can and ‘I k lud take a very 
long-term view of the costs and benefits of a project, but a piivate 
enterprise will have only a limited hori/on hcf()»c it. Public autho- 
rities can, for example, invest in a muIlipllrpo^c nver-v alley project 
which would yield benefits to the economy for, say, the next 400 vears. 
But it is diflScult to think of a private enterprise making an invest- 
ment on the basis of such a long projection. A private cnterpn‘^e 
would probably plan its investment and returns with referci cc to, 
say, not more than 50 years (though in practice it may live much 
longer). 

(3) These days, most governments of underdeveloped countnes. 
consider it their duty to help in economic grow'th. Such a policy, in 
its turn, entails a number of responsibilities and some of these result 
in the governments going in for various types of public enterprises. 
The role of social overheads in accelerating the process of economic 
growth has already been noted, and it was seen that either private 
enterprise cannot invest in such piojecls because of huge investments, 
or does not because of commercial non-profitability or too lengthy 
a period involved. In an underdeveloped country, additionally, we 
find that there is an all round shortage of capital (leaving some 
countries like the oil-exporting on;js). Underdevelopment is sjen 
partly in the form of what may b^ called gaps of various inputs and 
a shortage of demand for certain items. Even the adequate availability 
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of capital in general docs not rule out lack of particular shortages, 
skills and so on. It becomes, therefore, the task of the authorities to 
as«,iime the responsibility of filling the gap and thereby removing the 
specific shortages. In the same connection, one may mention the role 
of basic and key industries, the development of which provides an 
impetus cMid a necessary base for the genera^ economic development 
in diverge spheres. A proper and co-oi linated developn.cnt of Ihc’^c 
buMcandkey industries necessitates a planning on the part of the 
economy so that o\cr time, the economy acquires great rcsiiienc> and 
flcxi^^ility instead of getting saddled with greater rigidities and short- 
ages. It is not very likely that private sector which moves solely on 
the basis of profit niotixe will find it always convenient to move 
ahead and establish these industries in time and in adequate measure. 
Such a danger of deficient I erformance is all the more th.cre v\hen 
it is leincmbcred that some of these industries may not be profitable 
ciKHigh to begin with. Under such circumstances, it falls to the piolic 
sector to see these programmes thiough. I arthermore, provision of 
such ^ ns and also of creation of cci tain basis inputs like human 
skills through education and training Will provide the nccesi>ar\ in- 
frastructure to the economy without which it caiinot grow. Act tally, 
once such an infrastructure is pnwidcJ, even piivate enterprise woidd 
find it easier aiul more profitable to expand at a rapid rale. 

(4) I'hc role of public undertakings in economic growth c m be 
viewed from another angle also. Leaving out the details of the form 
an<l precise wavs in which ihC'C undcitakings may help the economy, 
we note that any economic growth is intimately connected witii and 
dependent upon the economic surplus which the economy is able to 
create and the way that economic surplus is utilized. A number oi 
public sector undertakings are themselves the capital assets of the eco- 
nomy such as roads, bridges, factories and the like. They are, in so 
far as they arc not in the public sector by virtue of nationalisation only, 
net additions to the capital stock of the country and, therefore, they 
contribute to the total productive power of the economy. Such an 
addition to the capital stock of the country might take place through 
the utilization and exploitation of resources which were hitherto 
going w astc; or they might result from the change in the allocation 
of the productive resources. Here again, public undertakings can help 
the economy a lot by diverting the productive resources into those 
lines which will accelerate the growth process later through a prov ision 
of an infrastructure, basic and key industries, and so on. 

(5) It is a well-know'n fact that final choice of a project, in th? 
interests, of the economy as a whole, should depend upon the sv^ial 
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inarginal benefit relative to the social marginal cost instead of the 
private marginal cost and benefit. There are a number of services 
the supply of which creates lots of externalities. Such externalities 
may be adding to social benefits or costs or both. If social benefits 
exceed social costs in the case of any service, then its production 
shou’d be taken up. But it is possible that while on grounds of social 
benefits some projects arc sound, on grounds of commercial profit- 
ability they are not. Under such circumstances, these projects can be 
taken up by the authorities in the public sector. 

(6) The case of merit goods also deserves consideration. Think of 
education or medical aid, for example. Tf left to private hands, rhe very^ 
demand for such services will be limited on account of their high 
prices. But it is generally believed that the supply of such services 
should be adequate and shcnild be available at low or zero prices so as 
to encourage their consumption. In the case of education, for example, 
the government may nnt emh provide it free, it may even insist that 
all the children up to a certain age must attend schools. Similarly, 
persons suffering frv m certain ailments may be forced to to hos- 
pitals. Medical check-ups maybe cojupulsory and general medical aid 
may be provided free or at ' ir)sidi/cd rates. In still otlier cases, the 
government may force a particular service upon the mcmbcr'> iT the 
society and may charge for it (at full or subsidized rates). Street 
lighting, removal of garbage and the like may come under such cate- 
gory of service^. In brief, we may say that these merit goods arc 
expected to enhance the general welfare of the commiinilv and there- 
fore should be provided tiirough public enterprises cither along with 
private cniciprise in place of ii. 

(7) The overall economic policy of a country also may dictate tlic 
use of public undertakings in some sectors. There arc some industries 
like electricity generation, where there are economies of scale. Now 
if such a service is provided by a large number of firms competing 
with each other, it would not be possible to reap the economics of 
scale. On the other hand, if the supply of such a service lies in the 
hands of a monopoly, it may be against the economic policy of the 
country. Big monopolies are usually not looked at favourably because 
they quite often exhibit a tendency to exploit the situation to their 
advantage. It also causes a concentration of economic power in some 
private hands. Accordingly, authorities think it more desirable to 
have a public monopoly of such services in order to reap the econo- 
mies of scale and also to avoid concentration of economic power into 
private hands. 

(8) Another argument closely connected with the last one is where 
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effective economic control of the economy is sought to be brought in 
the hands of the State. In other woids, the argument of not Jelling tlie 
emergence of a monopoly in the private hands is extended to llie 
whole economy. The authorities here might plan to have a strategic 
control over the working of the whole cecnomy through controlling 
certain key sectors. This is generally referred to as controlling the 
“commanding heights'* from which, indirectly, the mo\cments of the 
economy can be guided. \ or example, the government might nation- 
alize foreign tiade not becau')C its intention is to displace the pri\ate 
•^ector as such, but because through it a wide spcctium of industries 
can hi made to toe the official line. Simi'arly, the authoiiiies can own 
industries like steel, cement, chemicals, electronic products, rail^vays, 
airwa>s, etc. 

(Q) [n the case of some natural resource^ like forests, mines and 
the like, the commercial interests of pri\ate enterprise may come into 
conflict with those of the nation. Take the cisc of a private jung'c 
contractor authorized to cut trees. He is likel> to make a quick profit 
by cut^inc; down as many trees as possible, if the terms of the con- 
tract and the maikct prices permit. 1 hi:> may lesuit in a large scale 
and quick denuding of the land causing soil erosion and upsetting 
the cco’ogical balance. On the other hand, if it is a government enter- 
prise which is entrusted with this task, it can be expected to follow 
a well defined systematic policy of lapping the wealth of the W'oods 
and ‘safeguarding the long-term interests of thu cCv)nomy. Similarly, 
private enferprise would tend to mine away to minerals as a fast rate 
provided the prices of minerals and the cost of mining make it pro- 
tltablc to do so. In some other cases, private cnterprencurs ma> not 
come to ail agreement regarding the proM'^ion and meeting the cost 
of some necessary common service, (f^. r example, mines located close 
to each other might need a s> dcmatic pumping of the underground 
water) and this may cause a sub-optimal iiiilization of the resources 
in question. In all such cu'^cs, public enterprises appear to be the 
obvious answer. 

(10) Apart from the above consideration which favour the cre- 
ation of public undertakings, there arc some projects which by their 
very nature have to be in ihe public sector. Currency and mint, for 
example, cannot be expected to be in private hand >. Similarly, depend- 
ing upon the socio-political structuic of the country, some defence 
industries, certain research and development organisations and the 
like can be only in the public sector. 

It is not necessary that in every economy all the above mentioned 
objectives would be at woik in bringing about an expansion of th? 
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public sector uudertakings. Th; exact composition of the public sector 
undertakings, the pace at which they are created anew (or the exis- 
ting ones are nationaii/ced) and so on will depend upon quite a few 
factors including the political and economic philosophy of the country 
and the conditions facing it. Such conditions, for example, will in- 
clude the administrative capabilities of the government, its economic 
relations with other countries, the balance of payments situation, etc. 
Siiiiilarly, economic and political philosophy of the government may 
be directing it towards displacing the private sector or cnconrauing 
it. The creation and evpai sion of the public sector in an economy 
need noi necessarily lollovv a set ot objectives whish are consistent 
with each other or based upon soiin i objective ent -ria. I he decisions 
bearing upon the role of public sector in an ccononiv would be as 
much based up.m nou-eeononne consideia ions as the ccon imic 
ones- and it is also possible that the lum-ec mo.iiic consic orations 
may actually outweigh the economic ones. 1 ui thennore, the objectives 
set by Ihj authorities be me the. .selves may be condadivtory or too 
am' itious in which case si’mc saciiii.c I a-, to be .i.aJe in t n.is if 
scaling v'ovvn the actual avhicvcmcnts or compromiMi.g bctwee.i 
various objectives. In a numbe. of casc>. politica' a'-d -oeial con i- 
derat'ons might lead the aiithoiitics l > assume tasks far beyond Ih'ir 
capacity or they n ay try to set targets vhich do not take inbv consi- 
deration the human limitations and the role ol the natural elements. 

Forms of Public Enterprises 

Lca\ing apart the -KKialist countries, public enterprises first came 
up in the form of departmental uiiderlakings. Most of these public 
undertakings were either social overheads or public iitiliti»‘s where 
the services v\ere prosik’e i to the public cither fice or at such f:cs (or 
prices) which ‘oostly nocc'.sitatcd subsidizing from the aulhoriti s. All 
piiMic undcit'jkings, ho\vc\cr, were not meant to be run at a loss. 
Some enterprises like railways (and even post and telegraphs) were 
found having a price policy oriented towards profits for the govern- 
ment. Actuallv, in some countries a lew enterprises wore appropiiated 
as state monopolies with the sole object of making them a source of 
profit for the authorities such as manufacturing and trade in tobacco 
products. 

With expanding state activities and government enterprises, how- 
ever, it was found that the departmental management was not always 
suitable. The departments were answerable to the legislature and were 
subject to set financial and other rules of the government. This neces- 
sitated long-drawn procedures for action. Initiative and quick-decision 
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in the light of changing circumstances, which are a hall-mark of an 
efficient enterprise, could not be ensured here. Right from the plan- 
ning of any decision, strict rules were expected to be followed. Even 
small mistakes, if they infringed the set rules, were not to be tolerated 
while there could be a good deal of unchallengeable wastage by stick- 
ing to Ihc rules. The limitations of departmental undertakings were 
felt more and more as the public sector expanded and its performance 
v*iih the pri\atc sector compared. It was realized that departmental 
undei takings lacked an efficient system ofincemives and punishment 
and that therefore Sv'mc form of autonomy and rc'^ponsibility to the 
manag:mcnt shr uld be given to ensure elTiciency and pcrfor nancc. 
This led to i.cvvcr forms < f pubhc undertakings which couf mined to 
the private undcitakings in orgam/ational sct-iip. 

The c itci prises which are not run ('n de^^ai tmcntal basis heve i gene- 
ral two f<mms. One such tbim is a frm or a company which is wned 
and C( nlndlcd by the gixeninciu and as sii^^h funclu ns ui der the 
^ame I iws « f the cn untry ms li»c private hrms or companies oi’si.ailar 
type. Su di a comp«in} , foi example, ma> be a kin I of singe pro- 
prictcrsiui) oi a nartii nship bct^\cc i \ iiioiis govcinmen al org miza- 
li v,v. Tcchn.c \ I>, it ma^ be a ,)ii\ iic limited ur a public limited com- 
pan^ III which tlic <zu\er mieiil ouns a majority of shares. 

Anoihc inajhn loim of public cnlerpiises is what ma\ be cal cd the 
pnb'ic corpo adoi»s. A public corporation is set up bv an act of the 
legislature. Us sphere of acti\iiies, rights, immunities and duties are 
governed bv the ] rovisions of tl e act cicating it. It need not be a 
profil-caining institution. Tcchnicall), a corporation is “an aitificial 
legal person." It can sue and be sued. I hough it is \\holl\ owned by 
the government, ii idvT the piovisioiis ol ilie relevant act, it can take 
inccfcndenl decision, and can have its o ^ n per'-onnei policy, manage- 
ment ^-attern and the like, ft can raise additional funds b\ borrowing 
rr in the courNC of iis defined aciiviiies, excej ting the share capi'al 
which is provided h> the governmeni at the time of its creation or 
nationali'^ation. It is, however, a possibility that the initial share 
capital of a corporation ma> also be provided by more than one 
governmental organisations. But apart from that, the government may 
be one of its creditors. It can retain and re-use its funds according 
to the policy decided. Thus, a public corporation, within the limits 
prescribed by the relevant act, is quite an autonomous body and has 
a wide scope for adopting a system of incentives and punishment to 
ensure efficiency. 

It can also happen that one government company or corpora- 
tion becomes a holding company of another company either by 
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establishing it or by purchasiirg its share capital. Such an arrange- 
ment would obviously remove the so-held company farther away from, 
direct intervention by the guveniinent. 

Theoretically, we may distinguish between companies which are 
fully owned by the government and those which arc partially owned 
but fully controlled by the government. The latter ones also, for all 
practical purposes may be termed public enterprises because the 
government can guide their working for tlie objectives that arc laid 
down. Such controlled companies can be expected to adopt the price 
policies etc., which in the opinion of the government are in harmony 
with the public interest. 

Some Issues 

(A) Objectives. We have discussed the objectives of creating and 
expanding the public sector undertakings earlier and so the same 
need not be repeated here. It was noticed there tliat a varying set of 
objectives might be chosen for the public undertakings and that these 
objectives can be to some extent self-contradictory also. Here we can 
only add that the objectives chosen by the authorities should be, so 
far as possible, consistent with the overall objectives of economic, 
political and social values of the society. This is a very dilficult task, 
but the one which cannot be lost sight of. 

(B) Cost-Benejit Analysis and Choice of Projects. This question 
may be discussed with reference only to the new projects which are 
to be established. Since the public sector does not* have unlimited 
resources at its disposal, it has to be selective in the choice of the 
projects so as to procure the best possible results for the society.^ 
For each project, estimates of cost and benefits have to be made. 
Such a study is to show whether a particular project is worth the 
investment or not. It it is, then its worthwhilencss has to be compared 
with the estimates made for alternative projects and only then the 
choice can be made. In this connection, the approach of the public 
authorities w'ill basically differ from that of the private enterprises. A 
private enterprise would estimate the costs and returns in money terms 
and would try to find out whether commercially the project is profitable 
or not. But the public authority is expected to concern itself with the 
social costs and benefits. For a public enterprise, the cost would repre- 

*For further discussion on this question see. United Nations Industrial. 
Development Organisation (UNIDO), Guidelines to Project Evaluation', S. A. 
Marglin, Public Investment Criteria, R. Turvey (cd.). Public Enterprises, Penguin. 
Modern Economics. 
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sent the alternatives foregone in which the community’s resources could 
be employed and would also include the incidental and additional 
disadvantages which flow to the community. Similarly, the returns 
here would represent all the benefits, direct and indirect, which this 
project is expected to yield to the society. For quantifying the 
values of the benefits and costs, very often ‘shadow prices’ 
arc used instead of the market prices. ‘Shadow prices’ arc those 
hypothetical prices which are supposed to represent the real ‘social 
valuation of the Cv)sts incurred and benefits received. Clearly, I ;e 
choice of these shadow prices is subjective to a great exteuL. 1 he 
technique of shadow prices is used to overcome two difficultic''. 
The first is the fact that market prices arc believed not to represent 
the social scale of \alues. The second one is that there are various 
items which have no market-value at all such as, life, health, soc al 
peace and the like. 

Without going into too many technicalities, let us look at the way 
the cost-benefit analysis for a project may be undertaken Wc shall 
mention here two methods. The first one is to calculate the mteJ 
present value of the net benefits diwd the second is to calculate the 
internal rate of return. Let us look at them turn by turn 

An investment has miny dimensions. Over its life time, right fr^an 
the beginning, oitrcrent costs are expected to be incurred. On the 
other hand, it is expected to >ield benefits also. Such leturrib or bene- 
fits may begin only after the project is completed, but some indirect 
benefits can result even earlier. Anyway, for each period of the expect- 
ed life of the project, the ‘net benefit’ is estimated. This net benefit is 
the benefits minus costs for that period. Symbolically, in any period, 
r, the net benefit would be equal to {Ri — Et) where Rt is the aggre- 
gate of direct and indirect benefits and Et is the aggregate of direct and 
indirect costs for the pariod r, attributable to the project. This 
‘net benefit’ then is discounted at a pre-determined rate of discount 
to gel its discounted present value. Symbolically, if d is the present 
rate of discount, then the discounted present value (DPV) is given b\ 


DPV-(/?o-£’„) , 

(!+«) 


.) — ^ -j- 


^ (1-1- rf)" 


If it is ulready decided that a particular project is to be chosen, 
but its location, techniques of production etc. are to be decided out 
of various alternatives, then that combination of location and techni- 
que, etc. will be chosen for which the DPV is the maximum. But quite 
often, diffeicnt projects compete for the same resources and the best 
projects (resources permitting) have to be chosen. For that we should 
relate the DPV to the cost of the project. In other words, we should 
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estimate for each project the benefit-cost ratio and choose those pro- 
jects for which these ratios are the highest (subject t<i the condition 
that v\e have Uie resources to choose from those projects). 

It would be seen that an important arbitrary variable here is the 
‘rate of discount’ chosen for discounting the net benefits stream. This 
rate is supposed to represent the social time preference rate, the 
rate at which a society would careless for the fu'ure benefits and 
costs. Apart from the fact that in the absence of a sufficient know- 
ledge, the choice of this rate would be arbitrary, there is no reason 
to maintain that this rate remains the same for all periods (which 
this method assumes). 

Let us now consider the second method, namely, that of calculating 
the internal rate of return. Internal rate of return is that rate of dis- 
count by which the discounted present value of the stream of net 
benefits is reduced to zero. Symbolically, the internal rale of return 
is RR, if 


DPV=^=0=(i?o-£o)+ 
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Here the project will be worthwhile if /?/? exceeds the rate of in- 
terest at which funds are obtained (or a social time preference rate 
for the funds to be invested in this project). This method makes the 
choice between different projects much easier because a project having 
a higher internal rate of return will obviously be better and should 
be chosen if resources permit. Furthermore, in the calculation of 
internal rate of return, the cost side of the project is automatically 
taken into account. This approach, however, creates difficulties if the 
negative values of some net benefits get interpersed with some posi- 
tive values of net benefits. In that case the value of internal rate of 
return may not be uniquely determined. 

(C) Pricing Policy. Pricing policy for public enterprises is a difficult 
task, the main reason being that the public enterprises arc not neces- 
sarily for earning profit and pricing policy doesn’t have to be uniform 
for all the public undertakings. A number of factors have to be 
taken into account before the pricing of a public undertaking is 
decided. The very first factor, as noted above, is the objective or 
objectives before the public undertakings. Like a private enterprise, 
it may aim at getting maximum profit, or it may have a policy of 
contributing to the distributive justice in the econr^y by reducing 
the inequalities of income and wealth. Similarly, it may have a speci- 
fic purpose of encouraging the consiunption of the services it is pro- 
ducing or the objective may be to fill in the supply gap of some essen- 
tial inputs for other industries or to contribute to the building up 
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of the infrastructure of the economy for accelerating its economic 
growth. Apart from the objective or objectives which a public under- 
toking might be having before it, its pricing policy will be equally 
affected by the opportunities which it has in implementing this policy. 
Such opportunities are conditioned, amongst other things, by three 
sets of circumstances. 

The first set is that of the market structure. If our public under- 
taking is one among many others operating m a competitive set up, 
then its price cannot effectively differ from the market price. If 
the private undertakings are acting in a kind of combination, then 
again any price which is significantly different from theirs will be 
thwarted by their action. On the other hand, if our public under- 
taking IS the dominant one in the maket or is a monopoly, it is 
much easier to adopt a price of its choice in conformity with its 
■objectives. 

1 he second set of cirumstances concerns its own working. Ordi- 
narily, it is assumed that in terms of organization and hence effi- 
ciencv a public enterprise will be at par with private enterprises, but 
in reality it may not be so. Internal inefficiency of the enterprise can 
make the selection of an appropriate pi ice policy difScult. 

The third set of circumstances relates to the sensitivity of the 
enterprise to changing political and social demands. For effective 
results, the political and social atmosphere should be such as to let 
the public enterprise choose and adhere to its price policy consistent 
with its chosen objectives. '1 bus, depending upon the opportunities 
and changes therein, the pricing policy may or may not be in full 
conformity with its objectives. 

Another factor relevant to the choice of price policy of a public 
undertaking will be capacity to identify the beneficiaries of the public 
service that it provides. If individual beneficiaries can be identified, 
only then can a public undertaking decide to levy a price for its 
services, otherwise not. It is, however, not maintained that a price 
will always be charged if the beneficiaries can be identified. If may 
still be decided to supply the services free of cost, as a matter of policy. 
Still another variable in the formation of price policy is the decision 
of the authorities as to whether the service so supplied wou d com- 
pulsorily form a part of consumption of the people or it wou d be left 
to their voluntary decisions. For example, street lighting, sanitation, 
eduation, and the like may be compulsorily made a part of the 
consumption of every eligible citizen or resident of a locality. 
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Dalton^ mentions three principles by which the price policy of a. 
public undertaking may be determined. 

Firstly, there will be a category of public services which would be 
supplied free and which would be financed through the general public 
revenues. Dalton calls it the general taxation principle. In this 
category we may include such public undertakings as ‘pure public 
goods’ or those coming close to this description. The closer these 
goods to the pure public goods, the lesser will be the possibility of 
identifying the individual beneficiaries and charging them for the 
service. Furthermore, in some cases, some services may be supplied 
free as a matter of convenience and policy even when the beneficiaries 
can be identified. For example, the users of a road can be identified, 
but it may not be thought desirable to collect a fee frora'those who use 
the road. The cost of collection may be very high compared with the 
revenue collected. The system may cause a lot of inconvenience, delay 
and hardship and therefoic a loss of welfare and efficiency to the 
society. All told, it may be thought better to finance the road out of 
general revenues or by collecting the funds indirectly through a tax 
on vehicles. 

The second principle of determining the price would be the compul- 
sory cost of service principle. Here the beneficiaries are identified, or 
at least they are supposed to be identified (and if need be, even the 
amount of service which each is consuming, is determined), ana they 
are made to pa.v for the service. Provision of street lighting, for exam- 
ple, may be assumed to benefit the locality as a whole and the residents 
may be taxed on the.basis of the household or the size of the family 
or some similar rule. It is possible, of course, that the rate of fee so- 
levied may or may mt be able to meet the full cost of the service and 
a part of it may be financed through general taxation. 

The r/j/rt/ principle of price determination would be the vofim/ary 
price principle. It is this principle which has attracted the maximum- 
discussion. Here the consumers of the public service are free to choose 
the consumption of the public service by paying the price determined 
by the public undertaking. The question to be answered is: How 
should such a public undertaking fix its price? It should be remem- 
bered that the answer, amongst other things, will depend upon the con- 
siderations mentioned in the beginning of this Section, vi/., the objec- 
tives and the opportunities. It is being assumed here that the benefi- 
ciaries of the service can be identified on an individual basis. For the 
sake of simplicity of argument, let it also be assumed that the public. 

•Hugh Dalton, Principles of Public rimmce, 4th cd., Chapter XIV. 
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enterprise in question is a monopoly and so is not constrained by the 
pricing policy of its competitors. If, therefore, it chooses to set a high 
price, it has no danger of being competed out from the market. Given 
these assumptions, let us consider, with Dalton, its policy with regard 
to the consumption of its product by the public. 

If the consumption of such a service is believed to contribute t^ the 
welfare of the society, the policy would be to encourage its consumption. 
In general, therefore, the decision will be to set a low price in this 
'C^sc. po sibly below the cost of production even. However, the choice 
ofectual ^i\\ also depend upon the elasticity of demand.^ For 

c^ample, let us assume that the demind for the good in question is 
hiLdiiy el istic. Tn such a case, a very low or zero price may bring 
about an excessive and wasteful consumption of the commodity. 
Tut'er such circumstances, the problem has to be solved through 
some additional measures. For example, the supply of the good per 
individual or family up to a certain amount may be allowed free or at 
a ^ cry low rate and beyond that a higher rate may be charged. To 
illu b, let us say that it is desirable that every family consumes 
200 litres of water per person per day. So much water may be supplied 
at a nominal rate or even free and quantities of water consumed 
beyond that could be billed at rates at which water would be consumed 
only for genuine needs. Supplying water through unmetered connec- 
tions, and charging for it at flat rates per household will only encou- 
rage a waste. It should be remembered that the demand for goods 
and services like water, medical care and the like has a very low 
elasticity of demand up to a certain extent. Assuming that this is 
socially a desirable consumption, it should be permitted, though excess 
consumption can be billed at higher rates. If on the other hand, the 
elasticity of demand is very low so that irrespective of the price, the 
amount of demand does not vary much, then the price can be kept 
very low or even zero since in that case the danger of wastage is not 
there. 

If the policy is to discourage the consumption of the product or 
service being supplied by the public undertaking, then the policy 
sh<^uld be to seta high price for the service. If the elasticity of demand 
is high, this would act as a strong deterrent against consumption of 
thi>, item. Ordinarily, it should also be a source of profit to the 
aut horities. But if it is found that the elasticity of demand for the 
pro !uct is so low that even a higher price would not reduce its 

*For the lOle of elasticity of demand in pricing policy of public undertakings, 
sec A, C. Pigou, A Study of Public Finance^ 3rd cd.. Chapter lY. 



326 Public Finance 


demand significantly, then additional measures also would have to be 
adopted. Fixing too high a price in this case might mean a loss of 
welfare to those who have to purchase the good (think of drug 
addicts), since they might have to reduce their expenditure on other 
useful items like the education of their childern, food and the like. 
In such a case, therefore, a reasonably high price coupled with some 
form of rationing would be helpful. Alternatively, there can be those 
goods (such as electricity for domestic use) whose consumption is 
sought to be restricted on grounds of inadequate supply, but not 
below certain standards. In these cases, again, the rates can be low 
up to specified quantities of consumption and may rise steeply beyond 
those limits. 

The third category is of those goods wiiose consumption is to be 
neither encouraged nor discouraged as a matter of policy. Tn other 
words, the price itself is not to be used with the objective of regula- 
ting the consumption of the services. In this area, there has been a 
controversy as to whether the price should be equal or unequal to the- 
marginal cost of production.® We must note that the marginal cost 
will be equal to the average cost only under conditions of constant 
returns. Under increasing returns, marginal cost will be less than 
the average cost and under diminishing returns, it will be higher 
than the average cost. Accordingly, if the price is set equal to the 
marginal cost, there will be a loss or abnormal profit according as the- 
project is operating under increasing or diminishing fcturns. 

It must be remembered, however, that it is not so easy to adopt 
marginal cost pricing. The very estimation of marginal co^t poses 
conceptual and practical difficulties. For example, every project has 
certain fixed factors of production. Theoretically, in the long-run, all 
inputs are variable. In practice, however, once a plant is chosen, some 
inputs tend to become fixed. This causes a lack of correspondence bet- 
ween marginal cost and the average cost. Moreover, in usual theoreti- 
cal analysis variable inputs are assumed to be perfectly divisible. This 
again is generally not true. If the inputs are lumpy, then there will be 
‘jumps’ in the marginal cost figures. Thus take the case of a bridge or. 


^With the advent of welfare economics, the maiginal cost pricing principle 
had created a good deal of controversy. A good review of that is contained in 
Nancy Riggles, “Recent Developments in the Theory of MarginUl Cost Pricing,” 
Review of Economic Studies, 1949-50, pp. 107-26. Also seeMJ* Farrell, “In 
Defence of Public-Utility Price Theory,” Economic Papets, NS. Vol. 

10, 1958, pp. 109-23. Both these articles (the latter amended by the author) are 
reprinted in R. Turvey (ed.). Public Enterprise, Penguin Modem Economies. 
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a railway.® The marginal cost of one more vehicle or one more person 
using the bridge is very negligible. This is because most of the cost of 
having the bridge consists of the construction cost. Similarly, if a rail- 
way train can carry only n persons, but no more, then the marginal 
cost of carrying nth person will be nearly 7cro, but the marginal cost 
of carrying (n f 1) person will amount to running an additional train. 
Adhering strictly to the marginal cost principle will imply that e\ery 
time the number of passengers exceeds a multiple of n by one, the 
passenger fare rate will have to be raised and then successively 
reduced as the number of passengers approaches another multiple of 
n. In other words, depending upon the number of passengers, the fare 
rate will have to be chosen out of a list of n fare rates. The problem 
becomes still more treacherous if we note that the passengers them- 
selves are likely to change their demand for rail service in response to 
the revision of the rail fares. 

Certain other limitations of the marginal cost pricing have been 
pointed out when the public undertaking is operating under increasing 
rctiKn » ^ Thus, under increasing returns, when the price is equal to 
marginal cost, there will be a loss to the undertaking. Since the very 
policy is amounting to incurring a loss, it becomes difficult to impose 
efficiency ciiteria. 

Public sector undertakings which might be subject to inefficiency 
for some other reason ^ will have a tendency to encourage this ineffi- 
ciency. It is also pointed out that the public undertakings are most 
likely to acquiic funds at rates lower than the market rates because of 
the backing ami credilwoithiness of the government. Theref^^re, we find 
that the marginal cost would be representing a comparible marginal 
cost which an equ illy efficient private entei prise w mid face. Further- 
more, unless it is specifically desired ihat the consumption of the pro- 
duct of ihi^ public undertaking is to be encouraged, the price should 
equal average cost and not marginal cost because no private enterprise, 
incomparable circum'^tanccs, would fix its price at that level and oper- 
ate at a lo^s. Moreover, meeting this loss by the public authorities 
amounts to diverting of economy’s resources from other uses into this 
one and this may not be desirable. 

The above discussion shows that the task of determining the price of 
a service being supplied by a pubhc undertaking is not an easy one. 
It has man / dimensions and impfi .lions. There arc also quite a few 
conceptual and practical problems. Questions of welfare and public 


•Nancy Riggics, op. cit. 
’Fan ell, op. cit. 
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policy also crop in. Public undertaking may have a number of objec- 
tives before them which have to be reconciled with the pricing policy. 
Above all, there is the crucial problem of efficiency in public under- 
takings. Whatever be the price policy on paper, its true objective is 
likely to suffer if the undertaking is not working efficiently. In such a 
case, there will be a wastage of the productive resources of the society; 
the cost of production will be high and for a given price the project 
will tend to run into a loss or erode its profit, which in turn will have 
some consequent effects. It follows, further, that the fact that a public 
enterprise is making a profit is not necessarily an indication of its 
efficiency The enterprise might be making use of its monopoly power 
and earning a profit by charging a high price, or it might be getting 
inpids at controUed or subsidized prices. Unless, therefore, the prices 
of the product and the inputs reflect the relative scarcity of resources 
being employed by the enterprise, profit as such cannot be indicative 
of the level of efficiency. 

(D) Management, Accountabilitv and Incentives. In a number of 
underdeve'oped countries, the governments have nationalised private 
enterprises or started new public enterprises at a rapid rate, often in 
disregard to their own administrative and other capabilities. Public 
undertakings are liable to face peculiar problems of their own, and 
more so when their growth is at a fast rate. Let us consider the pro- 
blems of management, accountability and incentives in these under- 
takings. These problems are interrelated and affect one another. 

Take the case of accountability first. Accountability refers to the 
fact that the management is answerable to the authorities for its omis- 
sions and commissions, and its performance is to be judged by the 
authorities. The authorities arc to have some basis of evaluating the 
efficiency of the enterprise. In the case of private enterprise, the pro- 
blem is simple. There the criterion of efficiency is profit. 1 he manage- 
ment is expected to realize sufficient profit for the undertaking and its 
failure to do so labels it as inefficient. In the case of public underlak* 
ings, however, the profit criterion as a measuring rod cannot be 
applied straight away in every case. Let us first consider the case of 
depaitmental undertakings. Here an undertaking is seldom having 
enough of initiative. The employees arc government employees and at 
least those on the top are liable to transfer and the like. The whole 
set up works under definite and rigid rules and regulations wherein 
the financial controls are particularly tight ones. Generally, even the 
financial transactions of departmental undertakings might be count^'d 
as a part of the budgetary transactions of the government. The 
ci'rpliyyees enjoy a security of service like other government employees. 
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There is seldom a scope for initiative or an incentive for taking one. If 
an employee is technically right, he cannot he punished for the obvious 
mistakes he might be making. In this way, the accountability of the 
undertaking to the government of the country and through it to the 
legislature amounts only to safeguards against possible technical 
errors (violating rules and regulalions), but not more than that. 
Managerial efficiency is not found as a part of tlie system; it depends 
more upon the type of individuals who arc manning the undertakings. 

When it comes to government companies or statutorv corporations, 
\^e find that there is a greater autonomv enjoyed by sucli institutions. 
Their accountability runs more in terms of fu li Img the objeciivcs 
with which they were started and in tcrm> of conducting their 
operations within the legal, institutional and financial discipline of 
the country. The legislature exercises an indirect control over them — 
by discussing their policies, performance and failures. 

Both these undertakings are also saddled with peculiar problems be- 
cause of which their performance remains below the mark. The first 
hurdle ihcy face is generally the lack of clarity regarding their objec- 
tives. A private enterprise is expected to make a profit and the 
management knows that its performance is to be judged by that. Its 
achievements in the field of production, research, marketing and so on 
are all subservient to the earning of current profits or providing a 
base for the future ones. But a public undertaking has seldom a 
•clearly defined objective before it. It might simultaneously be expected 
to aid the economy in achieving a more rapid rate of economic 
growth by contributing a surplus (in the commercial sense), by proving 
a base for other industries, or by filling a supply gap. It might be 
expected to help the society in its efforts to move closer to an 
egalitarian set up and the like. Some of these objectives may be in con- 
flict with each other, at least in the short run. It miy not be within 
the capacity of an undertaking to achieve all these objectives in an 
efficient manner. The difficulty will be greater if the undertaking is 
hauled up and held accountable in terms of different objectives at 
different times. Such a confusion helps the management to camouflage 
its incfficieney and performance. Losses arc explained away as due to 
the pursuance of various social objectives, which incidentally in some 
cases are intangible and cannot be measured. High prices, necessitated 
on account of inefficiency and high costs, may be justified on account 
of ‘fair rate of return’ on the capital invested, and on grounds of ‘ra- 
tionalidng' the rates. Various circumstances ‘be\ ond the con'rol of the 
management,’ delays in supply of raw materials and other inpuls and 
the like are quite favourite excuses behind which protection is sought. 
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Another limitation under which a public undertaking has to gene- 
rally work is the service conditions of its employees. Not much scope 
is left for the management to introduce an adequate system of incen- 
tives and punishment for initiative and achievements on the one hand 
and errors, lethargy and negligence on the other. The fact that the 
top managerical personnel may often be appointed out of a common 
administrative pool and may be subject to transfer, or the fact that 
some appointments may be made on considerations other than com- 
petence, adds to this general malaise wherein inefficiency is protected 
and efficiency goes unrewarded. The subordinates have to be guar- 
anteed a security of service and rules for promotion, etc. have to be 
made more and more mechanical in order to protect the employees- 
from the personal whims of the managerial staff. But such an 
approach cuts at the roots of organisational efficiency. The workers 
find inadequate incentives for honest and hard work and not much 
danger of punishment if duly is not taken seriously. Militant trade 
unions thrive in this atmosphere with the main objective of securing 
more rights for their members with less duties, if possible. In this 
way, the whole set up becomes a victim of a vicious circle where in- 
efficiency feeds upon itself. 

Such a type of vicious circle of inefficiency may set in right at the 
planning stage of the enterprise which is mostly at some departmental 
level. Inordinate delays in drawing up, scrutinizing, revising and 
approving the p’ans start pushing up the cost of the project right from 
the beginning. In order to avoid this vicious ciic’c, it is important 
that the governmenL keeps in mind the Jimitations under which the 
public undertakings will be working and the objectives which are to 
be achieved. Before embarking upon any project the authorities must 
assess the administrative resources that can be put at the disposal of 
the undertaking. The objective or objectives should be clearly laid 
down and, if possible, their relatisc weightage determined beforehand. 
Both the workers and the management must be made to know the 
objectives for which the undertaking has been set up. There should be 
sufficient operational and administrative autonomy for the enterprise 
and it should be held collectively and firmly responsible for the 
achievement for the desired results. To this end, the enterprises should 
be manned by the personnel appointed on grounds of merits and com- 
petence, and should be given the necessary financial opcratianal and 
administrative autonomy within the legal framework ot the country. 
The governmental control over the financial matters should be limited 
to commercial type of auditing and not scrutinizing and approving 
each financial item and then emphasising even insignificant deviations 
between the approvals and actuals. 



PARr 2 

INDIAN PUBLIC FINANCE 




17 INDIAN FEDERAL FINANCE-I 


HISTORICAL BACKGROUND 

Indian federal structure is the result of gradual evolution from si 
centralized authority. ' Indian hmpire under the British rule was- 
divided into two parts— the Provinces which were directly adminis- 
tered by the Government of India and the Provincial Governments, 
and the Princely States which had internal financial autcnonij. Til! 
Independence, the history of Indian fiscal federalism is the history of 
the decentralisation of financial powers from the Central Govern- 
ment to the Provincial Governments. Until 1871, the Provincial 
Governments had no independent sources of revenue and they 
received fixed grants from the Central Government to meet their 
public expenditure. By its very nature, such a system did not force 
the Provinces to observe enough of financial discipline and avoid 
wastage. This was more so since an> improvement in the economy of 
a Province would not benefit its government in terms of greater 
revenue accrual. The first step by which the Provinces were given 
some heads of revenue was taken in 1871 when income from certain 
heads like registration, police, jails, medicine, education, roads and 
civil works was handed over to the Provinces. But because of obvious 
inadequacy of these revenues the system of lump sum grants still con- 
tinued. This system remained in force till 19t)4 with some modi- 
fications from time to time by which the Provinces acquired some 
additional heads of both revenue and expenditure. 

It was only in 1904 that a system of of revenue was- 

adopted on a quasi-permanent basis and was made permanent in 
1912. In this scheme, vcnie taxes like land revenue, irrigation, excise 
duties and stamp duties were shared between the Centre and the 
Provinces. Some other taxes, however, were fully retaired by the 
Centre, such as income from posts and te'egraphs, railways, salt, 
opium and mint. This system of divulcd heads was still accompanied 
with that of grants from the Centre to the Provinces. 

This movement towards decentralisation was further consolidated 
under the Montaguc-Chelmsford Reforms vvliich took practical shape 
in the form of Government of India Act, 1919. (It came into force in 
1921.) This Act was basically designed to let the Indians have some 



334 Public Finance 


voice in the government of the country. And accordingly, various 
matters of regional and local importance went to the Provincial 
Ooverments, such as, education, public health, local self government 
and the like. But matters of national importance like defence, 
currency and mint, and foreign affairs were left with the Centra/ 
Government. 

This scheme, however, lacked a close correspondence between the 
functions and resources assigned to the Provincial Governments. The 
resources given to them were relatively inelastic and inadequate 
while the functions assigned to them were of expanding nature. 
Their lesources included land revenue, irrigation receipts, excise 
duties, judicial stamps, forests and registration, while all the remain- 
ing resources like income tax, salt and opium reaenue, customs, 
contribution from the lailways and posts and telegraphs, and currency 
and mint were with the Central Government Strangely enough, at 
the time of introducing the reforms, it was felt that the Provinces 
would be having more revenue than their needs and that they would 
liave to contribute to the Central Government’s budget for closing its 
deficits. One reason for the currency of this idea was that land revenue 
had been assigned to the Provinces and this was the most important 
source of revenue at that time (about 17% of the country’s total 
revenue). 

The Meston Award 

It was under this idea that the Financial Relations Committee 
(under Lord Melton) was constituted to recommend a scheme of 
Provincial contribution to the Central Government. This com- 
mittee suggested a scheme which was based upon what it called the 
‘initial contributions’ and ‘standard contributions.’ The Meston 
Award maintained that the Provinces would acquire larger revenues 
on account of the abolition of the scheme of the divided heads and 
on account of their share in the income tax (which it was recom- 
mending additionally). They were, therefore, expected to be able to 
make contributions to the Central Government out of their surplus 
revenue receipts, starting from the lower ‘initial contributions’ in 
1921-22 and rising up to the ‘standard contributions’ in seven years. 
The standard contribution, of course, was to be determined separa- 
tely for each Province on the basis of several factors relevant to the 
determination of the financial conditions of the Province. Amongst 
other things, it was not realized that the Provinces had an unevenly 
developed source of agricultural revenue. While agriculture in some 
Provinces was backward, in others, land revenue was inelastic due to 
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Permanent Settlement. Therefore, as expected, there was a strong 
■opposition to the scheme of contributions from the Provinces and 
accordingly the Joint Select Committee of the British Parliament on 
Diaft Rules recommended that the Provincial contributions should 
be gradually abolished. The share of the Provinces in income tax 
was fixed at three pies in a rupee (that is l/64th of the amount) by 
which the assessed income in any year exceeded that of the year 1920- 
21. This recommendation was incorporated in the devolution Rules 
14 and 15 under the Government of India Act, 1919. 

The actual financial developments in the subsequent years showed 
that the budgetary position of the Central Government did in fact 
improve as compared with that ot the Provinces. This facilitated the 
task of reducing the Provincial contiibutions and by 1928-29 they 
were totally abolished. The depression of the 1930’s weakened the 
revenue position of the Provinces and they had to be helped by the 
Central Government with the result that in 1934-35 the Central 
Government made a provision for helping the Provinces and at the 
same time agreed to assign 50% of the net proceeds of the export 
duty on jute to the jute growing Piovinccs of Assam, Bengal, Orissa, 
and Bihar. In the Central Budget for 1935-36 and 1936-37, all the 
Provinces were given giants for various purposes. 

The Government of India Act, 1935 

The experience of the Government of India Act, 1919 let the 
Biitish Government further in the direction of Provincial autonomy in 
the matters of resources and this resulted in the Government of India 
Act, 1935 which came into force in 1937. In this Act, the functions of 
the Central and Provincial Governments were classified such that the 
Provincial Legislative List contained 94 entries, the Federal Legislative 
List contained 59 entries and a third list contained the concurrent 
legislative powers and had 36 entries. In the »ame way, the financial 
resources were also divided into three categories, namely; (a) Federal, 
(A) Provincial, and (r) Jointly Federal and Provincial. 

The third list covered those taxes and duties which could be levied 
only by the Central Government but the revenues from which were 
to be shared between the Central and the Provincial Governments. 
The Government of India Act, 1935, laid a firmer foundation for 
financial federalism, the structure of which was to form the main 
basis for the financial federalism after Independence. 

Firstly, as noted above, it provided for tax-sharing. Section 138(1) 
of the Act laid down that taxes on income other than agricultural 
income would be levied and collected by the Central Government, 
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but a prescribed percentage of the net proceeds (after deducting the 
cost of collection and the amounts attributable to the Chief Commis- 
sioners’ Provinces) would be assigned to the Provinces. The ex.ict 
percentage, however, was left to be determined later. Furthermore, 
as in the Constitution, the Federal Government was empowered to 
levy a surcharge for the purposes of the Federation only. The jute 
growing Provinces led by Bengal had been pressing for a share in 
export duty on jute and jute products, pleading that such an export 
duty was reducing the scope tor Provincial taxation. This pica was 
accepted vide Section 140(2) of the Act, which pnnided that .^0% or 
more of the net proceeds of the export duly on jute and jute products 
be assigned to the jute growing Provinces. 

Similarly, Section 140 provided for tax-sharing not on obligatj)r\ 
but enabling basis. The Act also provided for certain taxes which 
were to be levied and collected by the Central Government and 
whose entire net proceeds were to be assigned to the Provincc>. 
Here agiin, of course, the Central Government was to retain the 
share attributable to the Chief Commissioners’ Provinces. ThC'iC taxes 
included taxes on goods and passengers cariicd by railwa>s and air, 
taxes on railway freights and fares, duties on succession of pn>pcrties 
other than agricultural land, and stamp duties. 

The important feature of tins system was the provic^lOll ol 

grants-in-aid from the Central Government to the Provinces. Under 
Section 142 the Central Gn'ernra.jnt could make conditional am! 
discretionary grants to the Provinces and th?se could be of different 
amounts for different Provinces in the light of their requirements. At 
the same time Section 150(2) enabled both the Central and Provincial 
Governments to make grants for any public purpose. 

It would be noted that this Act contemplated a financially strong 
Centre and not the one which would be dependent upon the contri- 
bution from the Provinces, Even otherwise, it was stipulated that in 
the event of both the Central and a Provincial Government legislating 
on a subject in the concurrent list, the federal law would prevail. 

Niemeyer Award 

To give practical shape to the above mentioned provisions of the 
federal financial adjustments. Sir Otto Nicme}er was asked to make 
a report and recommend on matters connected with Sections 138(1), 
138(2), 140(2) and 142 of the Government of India Act, 1935.^ Sir 
Nicme>er recommended that 62^% (according to the Act they could 

*Sir Otto Niemeyer, Indian Financial Enquiry Report, 1936. 
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be 50% or more) of the net proceeds of jute export duty should be 
assigned to the Provinces of Bengal, Bihar, Assam and Orissa. 
Regarding the sharing of income tax, he had to deal with two ques- 
tions. The first was the determination of the peicentagc ot the net 
proceeds which were to be assigned to the Provinces and the second 
was the distribution of this amount between the Provinces themselves. 

Keeping in view the necessity to ensure financial stability of the 
Central Government and the needs of the Provinces, Sir Nicmeyer 
recommended that 50% of the net proceeds of income tax should go 
to the Provinces. Regarding die distribution of the tax ^hire as 
hetvseen the Pro\inccs he concluded “that substantial justice should 
be done by fixing the scale of distribution partly on resideiico and 
partly <^11 population.’''^ He further asserted that from a practical 
administrative standpoint it was essential to base the distribution on 
a lixed percentage which would not change from year to year. 

On these considerations, he recommended that the percentage 
share, in the divisible pool, of different Provinces be as under; 

Madras 15; Bombay 20; Bengal 20; United Provinces 15; Punjab 8; 
Bihar 10; C‘cnlral Provinces 5; Assam 2; North-West Trontier Pro- 
vince 1; Orissa 2; and Sind 2. 

As regards the grants from the Ccntial Government to the Provin- 
ciil Governments under Section 142, Sir Otto Niemeycr, after taking 
into account various factors bearing upon the needs and resources of 
the Provinces recommended the following grants:*^ 

These grants, in fact, increased with the passage of time. Section 
150 under which the Federal Government (or a Provincial Govern- 
ment) could make a grant for any public purpose was used in the 
wake of various developments in the counliy like food shortage. 


Province 

Grant per annum Remarks 

(Rs in lakhs) 

Unitch Province 

25 

For a fixed period of 5 >cars. 

Assam 

30 

Subject to the pioposal ihat Assam Govern- 
ment would bear Rs 5 lakhs towards the cost 
of Assam Rifles. 

Noith-Wost \ ronticr 100 
Province 

Subjcci to rcconsidcraiion at the end of five 
\cais. 

Of issa 

40 

With 7 lakhs additional in the fii«t >e..r, and 
3 lakhs addilional in each of tlu next^ four 

\ears. 

Snul 

105 

i or 10 jcais with 5 lakhs additiona’ i” the 
first \cai, then l.illmi: giaduall.N I'lr ' j.iint 
ceases cntiicii in 45 vears. 


^IhfiL, pa I a 34. 
^Jbicl., para 24. 
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defence requirements and relief and rehabilitation of refugees 
especially after Independence. 

Deshmukh Airard 

Indian Constitution came into force in 1950 and it provided for a 
Finance Commission for recommending the principles governing the 
sharing of divisible taxes and grant s-in-aid. But in the meantime 
transitory provisions had to be made. Accotdmgly, CM). Deshmukh 
was appointed to examine the question and make recommendations. 
He stuck to the basic principles as laid down by Niemever Award. 
However, because of Partition, 14.5% of the shaic of income tax 
proceeds meant for the Provinces had been released. 1 hat is to say, 
the share going to Sind, Noith-West Fiontier ProvijKV, and parts of 
Punjab and Bengal was now available for redivision bctjscen other 
States. An Aue arrangement had been made in the meanwhile. 
Deshmukh Award made some marginal changes in this, in the light 
of population and needs of the States. The percentage share going to 
each Stale out of the total meant for the Stales, determined under 
the ad hoc arrangement and as under Deshmukh Award js shov\n in 
Tabic 1 7. 1. 

Since most of the jute growing areas had gone to Pakistan after 
Partition, compensatory grants were given, pending the recommen- 
dations of the Finance Commission, in lieu of the share in jute ex- 
port duty to the jute growing States of Assam, West Bengal, Oiissa 
and Bihar. On the basis of Deshmukh Award, West Bengal got Rs 
105 lakhs per annum, Assam got Rs 40 lakhs per annum, Bihar was 

TABLE 17.1 


Percentage Shares of Individual States in the Income Tax 
Proceeds A.ssignfd lo thf Siatis 


State 

Ad hoc At rangL merit 

Deshmukh Award 

Madras 

18.0 

17.5 

Bombay 

21.0 

21 0 

West Bengal 

12.0 

13.5 

UP 

19.0 

18.0 

Punjab 

5.0 

5 5 

Bihar 

13.0 

12.5 

MP 

60 

6.0 

Assam 

3.0 

3.0 

Orissa 

3.0 

3.0 

loial 

100.0 

100.0 
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given Rs 35 lakhs per annum and Orissa was given Rs 5 lakhs per 
annum. 

Meanwhile financial integration of erstwhile Princely States was 
also in progress. They were either being merged into bigger units and 
called Part B States, or they were being merged into their neighbour- 
ing Part A States (erstwhile British Provinces). It was decided to 
bring the tax and expenditure structure of these erstwhile Princely 
States in conformity with rest of India. In the piocess, therefore, 

TABLE 17.2 


Resources Transpcrreu from hie Central Government to 
States Provincis during 1937-38 to 1950-51 

(Rs in lakhs) 


year 

Share of 
Income 

Tax 

Jute Export 
Duty 

Subversions 

under 

Niemeyer 

Awaid 

Giants undti GMF, Post- 
Ai tides 273, war Develop- 
274 and 278 ment Reha- 
bilitation etc. 
Grants 

Total 

1937-38 

125 

265 

312 

— 

— 



(17 8) 

(37.7) 

(44.5) 



(100.0) 

1938-39 

ISO 

251 

303 

— 

— 

704 


(21. 3) 

(35.6) 

(43.1) 



(100 0) 

1939-40 

279 

256 

303 

— 

— 

00 

Lhl 

oo 


(33.3) 

(30.5) 

(36.2) 



(100.0) 

1940-41 

416 

185 

303 

— 

— 

904 


(46.0) 

(20.5) 

(33.5) 



(100.0) 

194l.« 

739 

195 

303 

— 

— 

1237 


(59.9) 

fl5.7) 

(24.4) 



(100.0) 

1942-43 

1090 

140 

275 

— 

— 

1505 


(72 4) 

(9.3) 

(18.3) 



(100 0) 

1943-44 

1950 

138 

275 

— 

300 

2663 


(73.2) 

(5 2) 

(10..3) 


(11.3) 

(100 0) 

1944 45 

2665 

149 

170 

— 

702 

3677 


(72.2) 

(4.1) 

(4 6) 


(19.1) 

(100 0) 

1945-46 

2875 

157 

170 


802 

4004 


(71.8) 

(3 9) 

(4.2) 


(20 1) 

(100 0) 

1946-47 

2987* 

287 

170 

— 

1717 

5161 


(57.9) 

(5 6) 

(3 3) 


(33.2) 

(100.0) 

1948-49 

4179 

143 

70 

-- 

2912 

7304 


(57.1) 

(2.0) 

(1.0) 


(39 9) 

(100 0) 

1949-50 

4574 

194 

70 

186 

2850 

7874 


(58.1) 

(2.5) 

(0.9) 

(2.4) 

(36 2) 

(100.0) 

1950-51 

4752 

— 

— 

1483 

1211 

7446 


(63.8) 



(19.9) 

(16.3) 

(100 0) 


Sowce: D.T. Lakdawala, Umon-Stare Financial Relations 
Nate: Figures in brackets are percentages of the total for the year. 
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these Part B States lost a few heads of revenue and expenditure and 
most of them developed revenue gaps for which compensatory grants 
were given to them on a transitional basis. Similarly, Part A States 
whose finances had got disturbed on account of the merger of some 
of the Princely States with them got compensatory grants on transi- 
tional basis. 

Table 17.2 gives a brief idea of the resources transferred from the 
Central to the State/Provincial Governments from the commence- 
ment of the Government of India Act, 1935 in 1937-38 to 1950-51. 

FINANCIAL FEDERALISM UNDER CONSTITUTION 

The Constitution of India came into force in 1950. It follows more 
or less the pattern laid down in the Government of India Act of 1935. 
It divides the functions and financial powers of the government into 
Central and State spheies together with the concurrent areas, ft also 
provides for sharing of taxes in various forms and a system of giants- 
in-aid. The approach in general has been to give due regard to 
efficiency at both administrative and financial levels. The Centre has 
h^cn assigned those resources which have national or intcr-State base 
and the same has been the approach with regard to division of func- 
tions also. 

The Seventh Schedule of the Constitution of India lays down the 
respective functions and financial resources for the Centre and the 
States. It contains three Lists. The Union List consists of 97 entries 
and contains the following sources of tax revenue for the Cential 
Government: 

(Ij Taxes on income other than agricultural income (entry 82); 

(2) Duties on customs including export duties (entry 83); 

(3) Duties of excise on tobacco and other goods manufactured or 
produced in India except (a) alcoholic liquors for human consump- 
tion, and ib) opium, Indian hemp and other narcotic drugs and 
narcotics, but inclu ling medicinal and toilet preparations containing 
alcv'hol or any substance included in thl^ sub-paragraph (entr^ 84); 

(4) CorpO‘*alii)n tax (entry 85). 

(5) Pcixcs on the c i, itil value of the exclusive of agncalUnal 

land, of in li\,du le and companies; taxc'^ on tiic capital of panic- 
(enti. STm; 

{()) I dale duty in .espcct of propcitv other than agMculli imI !aiul 
(entry S7); 

(7) Dutie^ in respect of suceossion to propeity other than agricul- 
tural laud (entry 88); 
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{^) Terminal taxes on goods or passengers carried by railway, sea 
or air; taxes on railway fares and freights (entry 89); 

(9) Taxes other than stamp duties on transactions in stock ex- 
changes and future markets (entry 90); 

(10) Rates of stamp duty in respect of bills of exchange, cheques, 
promissory notes, bills of lading, letters of credit, policies of insur- 
ance, transfer of shares, debentures, proxies and receipts (entry 91); 

(1 1) Taxes on sale or purchise of newspipers and on advertise- 
ment^ published therein (entry 91); 

(I J) Taxes on the sale or purchase of goods other than newspapers, 
vvhcie -u/i sa’e or purchase takes place in the course of inter-State 
iraih' Ml Ci'mmerce (entry 92- A), 

t ^ r cjs in respect of an\ of ihc niatleis in the Li^t, but not in- 
cIudiiK ie“s t<ikcn in anv couit (cntiy 96), 

no: CVS taken in Supienic Court (entry 77). 

T' . nvi-tax resources f^r the Union Gosernment include the 
fo!! K.,; 

(]' Borrowings, both internal and extenud. Under Arlic’c 292 of 
the Constitution, the Government of India cm bonow on the 
seciiutv of the Consolidated Fund of India, subject to any limit 
whiv. 1 Parliament may lay down. 

(2; Income from various government undertakings and monopolies, 
ThC'C include income from currency and mint, Reserve Bank of 
India, railways, posts and telegraphs and other commercial and non- 
commercial undertakings. 

(3) Income accruing to the Government of India on account of 
the exercise of its sovereign rights and performance of functions 
connected with or arising out of these rights. This would include, 
for example, income from government property, income or property 
accruing from lapse or escheat, war indemnities, and so on. 

Li^^t If of the Seventh Schedule covers the functions and the finan- 
cial resources of the States. This List has 66 entries and contains 
the following sources of tax revenue for the State G<.*vernments: 

(1) Land revenue (entry 45); 

(2) Taxes on agricultural income (entry 46); 

(3) Duties in respect of succession to agricultural land (entry 47); 

(4) Estate duty in respect of agricuitaral land (entry 48); 

(5) Taxes on lands and buildings (entry 49); 

(6) Taxes on mineral rights subject to any limitations imposed by 
Parliament by law relating to mineral development (entry 50); 

(7) Duties of excise on the following goods manufactured or 
produced in the State and countervailing duties at the same or lower 
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rates on similar goods manufactured or produced elsewhere in India: 
(a) alcoholic liquors for human consumption, and (b) opium, Indian 
hemp and other narcotic drugs and narcotics, but not including 
medicinal and toilet preparations containing alcohol or any substance 
including in this sub- paragraph (entry 51); 

(8) Taxes on the entry of goods into a local area for consumption,, 
use or sale therein (entry 52); 

(9) Taxes on the consumption and sale of electricity (entry 53): 

(10) Taxes on the sale or purchase of goods other than newspapers 

excluding inter-State sale (entry 54); 

(11) Taxes on advertisements other than advertisements published 
in the newspapers (entry 55); 

(12) Taxes on goods and passengers carried by road or on inland 
^^aterw'a^s (entry 56); 

(13) Taxes on vehicles for use on roads (entry 57); 

(14) Taxes on animals and boats (entry 58); 

(15) Tolls (entry 59); 

(16) Taxes on professions, trades, callings and employments (entry 
60); 

(17) Capitation taxes (entry 61): 

(18) Taxes on luxuries, including taxes on entertainments, amuse- 
ments, betting and gambling (entr> 62); 

(19) Rates of stamp duty in respect of documents other than tho^e 
subject to stamp duty by the Government of India (entry 63); 

(20) Fees in respect of any of the matters in the State List, but ex- 
cluding court fees (entry 66); 

(21) Fees taken in all courts except Supreme Court (entry 3). 

(22) Share in some specified Union taxes. 

The non-tax revenues of the States include the following: 

(1) The State Governments are authorised to borrow under Article 
293, but only within the country, including loans from the Govern- 
ment of India. A State legislature may impose an upper limit upon 
the total borrowings by that State. Furthermore, if any State is under 
debt to the Government of India, or if any debt guaranteed by the 
Government of India is still not fully paid, then in that case the 
State Government can borrow further only with the permission of 
the Central Government and subject to any conditions which the 
Central Government may impose. 

(2) Income from government undertakings owned fully or partly 
by the State Government. 

(3) Income from public property owned by the State Government. 

(4) Royalty from mines, forests, treasure-trove etc. 
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(5) GmntS'in-aicl from the Central Government. 

(6) Olh:r grants from the Central Government. 

There are certain specific restrictions on the Central and State 
Governments on levying taxes. For example, property belonging to a 
State Go\ernment cannot be taxed by the Union Government and 
vice versa. Subject to this condition, however, all residual powers rest 
with the Government of India. It would also be noted that some tax- 
ing powers with respect to similar subjects have been divided between 
the Centre and the Slates. Thus, the Central Government can tax the 
non-agricultural income but the power to tax agricultural income lies 
with the States. Similarly the Centre can impose estate and succes- 
sion duties only on properties other than agricultural lands. Lxeii^e 
duties have been similarly divided. The State Governments can levy 
excise duties only on liquor^*, narcotics and drugs — the remaining 
items arc reserved for the Centre. The States am tax advertisements, 
but not tho^c appearing in newspapers Similarly they aie allowed to 
tax goods and pas^emrers c irried by road or inland walcrwa>s, but 
au, ^ev• and rail traffic is for the Union Government to tax. 

The Actual Levying, Collection and Appropriation of Tax Proceeds 

The actual levying and collection of taxes, ho\vc\cr, follo\s'> the 
d'ctates of a lininistiativc tind final cial efficiency, while the allocation 
of proceeds follows, as we shall see, the relative needs of Vaiious 
goveinments. On dll'* basis, the tax revenue of the country as a who*e 
may be do ided ini ) the following five catcgoiies: 

(A) The first category is of those taxes which are levied, colleetcJ 
and retained by llic Central Government. Afi the taxes mentioned m 
the Union 1 i^t with the following exception^ belong to this cate- 
gory: 

(/) income lax has to he shared with the Slate Governments under 
Article 270; 

(//) under Aiticle 272, the Central Government is permitted io 
share the Union Lxcisc Duties with the Stales; and 

(Hi) taxes mentioned in category B below are wholly assigned to 
the States. 

(B) The second category consists of those taxes which are levied and 
collected by llie Central Gover nieut but are vvholl) assigned to the 
State Arlic'e 269 lists the following taxes in this category, namely: 

(/) duties la rcspeet of succession to property other than agiioul- 
tural land; 

(//) estate duty in respect of property other than agricultural land; 
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{Hi) terminal taxes on goods and passengers carried by railways, 
«ea or air; 

(/v) taxes on railway fares and freights; 

(v) taxes other than stamp duties on transactions in stt)ck- 
exchanges and future markets; 

(w) taxes on the sale or purchase of newspapers and on advcr- 
tiseinents published therein; 

(vii) taxes on (he sale or purchase of goods other than newspapers 
where such sale or purchase takes place in the course rd' inter-Slale 
trade or commerce. 

The States can also vacate certain tax ficid^ in f.ivoui of the 
Centre The Centre would then Cv'jlicct these taxes and transfer Ixick 
tliei'" proceeds to the States as icconimendcd h\ tlie 1 inaiKc Coni- 
nli^'^lon. Cunenll>, the Centre is Icv\ing Additional Datics of 1 \cisc 
in !icu of Sales Tax on tobacco, sugar and textile^. These duties arc 
in the nature of tax icntal anangements and their net proceeds arc 
vvlndix assigned to the Slates. 

(C) The third category is of those taxes winch aie levied and 
collected by the Union Governmciit but which are shared with the 
States cither on a mandatory or permissive basis. As seen above, 
inccir.c tax and Union Excise duties come in this category. A sur- 
charge on income lax, however, is not shared with the States. 

(D) Zn rAe/owr/A are those taxes which arc levied by the 

Union but collected and retained by the States. The underlying idea 
here is to ensure uniformity of Lixes which arc of inlci -Stale impor- 
tance. According to Article 268, this category consists of stamp 
duties and excise duties on medicinal and toilet preparations. 

(E) The last category is of those taxes which are levied, collected 
and retained by the States. 

It would be seen that our Constitution leads to a strong im- 
balanced division of resources in favour of the Government of India. 
The needs of the States have increased far more rapidly on account 
of increasing governmental responsibilities in all walks of life of the 
country; but their revenue resources are such as do not exhibit a 
sufficient buoyancy along with the growth of economy, except pro- 
bably sales tax. Furthermore, the system of grants-in-aid of revenue, 
which is discriminatory and related to the ‘needs’ of the Stales, is 
not helpful in leading the States to make fuller eflforts at securing 
revenue resources. Such an effort would reduce the ‘need’ of the 
State Government under consideration and in practice some States 
could not get grants for precisely the icason that they did not need 
them. The system of granls-in-aid, therefore, while essential for 
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liclping the States in need and for removing regional imbalances, 
also has a disadvantage. It acts as a check on the States’ efforts to 
raise revenue. Thj Stales’ reluctance to impose agricultural income 
tax, for example, is partly explained by this factor. Similarly, the 
States h ive not been able to properly rationalize the rates for irriga- 
tion \\ater and the like. Anyway, in view of the recognized inade- 
•quacy of the revenue resources of the States, the Constitution 
provides for a mechanism of transfer of icsources from the Centre to 
the States, in the form of tax sharing, grants-in-aid and loans. 

Mechanism of Resource Transfers 

(A) Tax-sharing, Let us first lake up the question of tax-sharing. 
We ha\e seen above that income lax has to be shared between the 
Centre and the States, but any surcharge ’evied on inc(nnc ^ax for the 
purpn^^es of the Union is not to be share 1. Corporation tax ts also 
fullv retained by the Centre. The propoiuons in which the net 
procef'ds of income tax are shared bcts\een the Centre and the Slates 
one hand, and as between the Stitcs on the other, arc deter- 
mined on the recommendations of the Finance Commission. Union 
excise duties are shared on a permissive basis. Sharing of these duties 
dtarted with only three commodities with the Fiist Finance Com- 
mission, but now all the Union excise duties arc shared by the Centre 
with the States. The actual percentage going to the States is also 
decided on the recommendations of the Finance Commission. 

The Government of India started imposing Additional Duties of 
Excise under the Addition il Duties of Excise (Goods of Special Im- 
portance) Act, 1957 on certain commodities In 1956, the National 
Development Council took a decision in favour of levying of these 
additional duties in lieu of sales tax in the interest of convenience to 
trade and avoidance of tax evasion. But it should be noted that the 
Government of India started imposing regulatory duties under Section 
12 of the Finance Act of 1971 oncertiin commodities like steel, iron 
and steel products, copper, zinc, aluminium and unmanufactured 
tobacco. These regulatory duties of excise weic replaced by auxiliary 
duties in 1973 and these duties were meant for the purpose of the 
Union only. The Sixth Finance Commission, however, recommended 
that from 1976-77 onwards these auxiliary duties should also be 
brought in the divisible pool. Co. sequently, the Centre levied in 1978- 
79 a ‘special duty of excise’ at the rate of 5% of the basic duty on all 
Soods subjected to basic duties. The proceeds of this special duty are 
iiot shared with States. 

Sharyig income tax and excise duties with the Centre has enabled 
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the States to benefit from the buoyancy of the tax system with the 
growth of the economy. Along with this, as noted above, the States 
have also the sales tax which is expected to show a buoyancy along 
with the growth of economic activities and expansion of trade and 
commerce. However, the States believe that the corporation tax 
should also form a part of the income tax proceeds, especially since 
the relative importance of corporation tax has been increasing. Thus 
while in 1950-51 the yield from corporation tax was only Rs 41 crores 
as against Rs 133 crores from income tax, the budget estimates for 
1980-81 place corporation tax at Rs 1,504 crores as against Rs 1,420 
crores of income tax. 

(B) Grants~in-aid. The second instrument provided by the Consti- 
tution for bringing in financial balance between the Centre an.l the 
States is that of grants-in-aid of revenues of the State.. Sharing of l.ix 
revenues, by definition, cannot ensure vertical financiil bilance bet- 
ween the Centre and the .St itcs. In addition, there is generally the 
need to reduce regional imbalance also, which t'x-sharing as sulu 
cannot accomplish. The grants-m-aid of the levcnucs of the States, 
therefore, have to be discrimmatoiy and need not be ol the same 
amount for each Slate. In Indian linanci il set up giants arc currci.tis 
given under Articles 275 and 2S2. Ailicic 273 is n ) longer in use. It 
stipulated that the Government of India should give grants-in-;ud to 
West Bengal, Bihar, Assam and Orissa in lieu of as.ignmenl of share 
of the net proceeds of export duty on jute and jutc products. These 
grants were to be given to these Suites for a period of 10 years fn m 
the commencement of the Constitution or for the duiatum for which 
the export duty was levied, whichever was earlier Under Article 275 
the Centre gives grants to States on the recommendations of the 
Finance Commission for meeting their revenue gaps and for the wel- 
fare of tribal areas. Article 282, on the other hand, allows the Central 
and State Governments to make discretionary grants for any public 
purpose they choose. This Article has been used extensively for giving 
Plan and other grants (such as for drought and flood relief) by the 
Centre to the States. 

(C) Loans. The third instrument for financial adjustment is that ol 
loans. The loans from the Central to the State Governments are given 
for various purposes, both developmental and non-devc!opmental, as 
also for Plan and non-Plan schemes. The States have become heavily 
indebted to the Centre. This raises certain issues which we shall 
discuss in a later chapter. 
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THE FINANCE COMMISSION 

The Finance Commission is a salient feature of the Indian Constitu- 
tion. Under Article 280, a Finance Commission was to be appointed 
within two years of the commencement of the Constitution. The 
Article further lays down that the President has to appoint a Finance 
Commission every five years or, if need arises, earlier. In pursu- 
ance of this Article, the Finance Commission (Miscellaneous Provi- 
sions) Act, 1951 was passed. The task of the Finance Commission 
as laid down in the Constitution is to make .'ecommendations tc> the 
President as to cover the principles governing the distribution of th.e 
lev proceeds between the Centie and the States as also between the 
States. It is similarly to rccomniwiiJ the principles on the basis of 
which the Central Government is to give grants to the States in aid 
of their revenues (but not the discretionary grants under Article 282) 
and any other matter which may be leferrcd to it. Regarding even 
statutory grants under Article 2'/ 5, to be made to the States in aid of 
their revenues, the Finance Commission will make recommendations 
only if the President is satisfied that one or more States are in need 
of such grants and this task is included in their terms of icfercnce. 
The transfer of resources to the States, once the Finance Commis- 
sion has been constituted, can be made on'; after the recommenda- 
tions of the Commission have boon considcre i (which for all pn.c- 
tical purposes means accepting the recommendations of tlie 
Commission). 

The institution of Finance Commission provides a much needcv! 
flexibility in the interest of optimum distribution of national re- 
sources as between diflerent governments in the country in accord- 
ance with their respective needs. No fixed distribution of resources is 
likely to satisfy the demands of the situation for all times to come, 
especially in a developing economy where a good deal of regional in- 
equalities exist. The institution of Finance Commission admits of a 
periodical review of the situation and a proper adjustment if and when 
it is needed. These comments, however, do not imply that the actual 
solutions as arrived at by the Finance Commission would always be 
the ideal ones. It would be noted that the Finance Commission can- 
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m.ikc rcjomrnendations for the transfer of reNOurces only with respect 
to the sharing of taxes and with respect to statutory grants-iii-aid of 
revenues of the States. Some discretionary grants which have assumed 
a great deal of importance can be made under Article 27a (1) 
(relating to the development and welfare of the tribal areas) but have 
been specifically kept out of the terms of reference of the Commis- 
sion. Secondly, the system of statutory grants is directed towards 
meeting the “revenue needs” of the State Governments, and this 
induces them not to make as much effort at resource mobilisation 
as they can othcrvvi^e. 

In all, seven Finance Commissions have been appointed till now, 
ard all of them have als<^ submitted their lepoits. The I irst Finance 
Commis'^iJn was appointed in No\ ember 1951 and submitted its 
report at the end of December 105 L The Second Commission was 
appoialod on 1 June 1956 and siibnnited its report in September 1957. 
The Third Commisdon was constituted in December 1960 and sub- 
mitted us report ill Dccembci 1061. The constitution of the Fouith 
Commission took place in May 196 1 and the report was submitted in 
August 1965. The Fifth Commission was constituted in 1 ebruaiy 1968 
and the report came in Jul) 1969. The Sixth Commission was con- 
stituted on 28 June 1972 and its lepoit covers the period 1974-75 to 
1978-79, The report of the Seventh Finance Commission was sub- 
jnitted in October 1978 and covers the period 1979-80 to 1983-84. 

THE FINANCE COMMISSION AND TAX SHARING 
Income Tax 

Income tax is the only tax wdiich is compulsorily shareable between 
the Centre and the States. But the Constitution specifically lays down 
that the Corporation tax and any Union surcharge on income tax 
will not be shared with the States, The States believe that they have 
been deprived of their legitimate share in an expanding source of 
revenue by the exclusion of Corporation tax from the divisible pool 
especially because yield from Corporation tax has been increasing at 
a rate much faster than the yield from income tax. They are also 
against the exclusion of the Union emoluments for the purpose of 
determination of the divisible pool. Actually, they feel all the more 
aggrieved on account of the Finance Act ot 1959 whcfcby a part of 
tax paid by companies got classified as corporation tax (instead 
of as income tax) and was excluded from the divisible pool. Thus, 
■successive Finance Commissions have been facing three recurring 
questions and representations: 
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(1) The States have been pressing for the inclusion of the corpora- 
tion tax and the Union emoluments for enlarging the divisible pool 
of income tax proceeds. But the Finance Commissions are not autho- 
rized to deal with these questions. 

(2) The States have been pleading for a larger percentage share of 
the net income tax proceeds. This plea of theirs has met with success 
to a large extent. 

(3) There is also the intricate question of determining the shc*re of 
individual Slates in the share granted to them. Here the States have 
been pressing for different criteria depending upon the ones winch 
would help them respectively. 

One important claimant as a basis of distribution, obviously, would 
be the assessment. According to this criterion, if in State A twice as 
much income i:. assessed as in State B, then State A should get twice 
as much share a^- goes to Stale B. But it is also claimed that the 
assessment ligures arc misleading and a better index would be the 
collection ol the tax. Since income tax is progressive and since quite 
a few assessees go in appeal against the assessment, a more justified 
K. would be the collection. However, according toothers, the real 
basis ought to be the origin of income which is being taxed, since 
taxable income may originate in one Stale but be taxed in another if 
the tax-pa>er happens to be the resident of the latter. Thus, we sec 
that in big cities a high collection of income tax is the result of in- 
come partly originating elsewhere. “Between them the two States of 
Bombay and West Bengal account for nearly three-quaiters of the 
collections of income tax in the country; of these collections agaim 
about three-quarters arc made within the cities of Bombay and 
Calcutta.’'^ Of the several claimants, howeve , the Finance Commis- 
sions have chosen ‘collection’ as the relevant i. dex. But this index is 
being given only n limited wdi^htage. The successive Commi^Slon , 
have also kept in view the needs of the Sti Ics. 

Apart from the legitimacy of distrtbutmg a shareable tax on the 
basis of need, thcic are many conceptual ditliou'lics in dcie^mining 
the relative needs of the Slate.. Per capita income, stuidards of ad- 
mimstiation and social scivices, density of p'»pulalion and ^ucli like 
factors come in. H^.wever, the Commi^slo^^ hue used popid. ..on as 
a proxy for llie ‘nec V, The F^irsi Fir 'c* Commi siem w. ^ ihclii-cd 
to make u‘e v)!' t!v per capita me >mc as an index f the rckiu e ncec- 
of the Slat's but it v «s n. : “lo loir* ar\ ivca legt r ^ the 

po.siblc use of such dali.” It also ma.nlam.\l ih *t vaiiarcs like 

'Report of! he First Finance ComniFsion, 1952, pp. 73-74. 
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Ihc proportion of backward ca'^tcs and tribes in the State population 
or the area of the State were not relevant in this connection. 

The Expert Committee on Financial Provisions of the Union Con- 
stitution in 1947 (Sarkar Committee) chose both the collection and 
population as the basis of distributing income tax between the Slates. 
It recommended that the States’ share should be 60% of the net 
income tax proceeds. Of the States' share 33^% should be divided on 
the basis of population and 58VX> on the basis of collection. The 
remaining 8-^% was to be used to help those States to whom the 
above method of distribution caused hardship. The>e recc^mmenda- 
tions, how'cver, were not accepted. The 1 inance Commissions have 
been giving a greater weightage to population and the Second I inance 
Commission thought that the population should be the only basis of 
determining the share of a State. 

All told, it is somewhat strange that the Finance Commissions have 
tended to determine the shaics of the respective States in income 
tax proceeds on the bads of their fiscal needs while, on logical 
grounds, it should fe on the basis of some indicator of the origin of 
income. This is more so since grants under Articles 275 and 282 are 
meant to be based on fiscal needs of both developmental and non- 
developmental tvpes. Furthermore, once fiscal need is taken as a basis 
and is given such an overwhelming weightage in comparison with tax 
collections (or assessment as the Fifth and Sixth Commissions did), 
it is strange that no criterion for criteria) more sutisiactory than the 
population size was made use of. Economic backwardness, propor- 
tion of tribal population in the State, the standards of admiiiistrative, 
economic and social services, and per capita income are all important 
and relevant factors for the purposes of determining fiscal needs, and 
they cannot be ignored. In fact, while uetermining the granls-iu-aid 
of revenues of the Stales, these factors, more or less, arc taken into 
acccurit. 

In view of the expanding needs of the States in terms of their in- 
creasing commitments for economic development and social services, 
the First finance Commission recommended that the share of the 
States in the net proceeds t f income lax be raised from 50% to 55%. 
This was to be divided between the States on the basis of collections 
and population. However, only 20% of the States’ shaie was to be 
distributed on the basis of collections wliich were calculated on the 
basis of ‘the actual figures of the collection for the three years ending 
1950-51 with suitable adjustments in the case of Part B Stales.’ The 
remaining 80% of the Stales’ share was to be distributed on the basis 
of the populaticm of the States according to the census of 1951. The 
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Commission made these calculations and determined a percentage 
s’iarc for each State which was to remain fixed for the duration for 
which the recommendations of the Commission were applicable. By 
applying the same forniu'a for Part C States, the share attributable to 
them was fixed at 2.75% of the net proceeds as compared with 1% 
prevailing ti'l then. The remaining 97.25% was to be divided bet- 
ween the States in the fo lowing propoitions. 

Part A States were to get 83.75% of net proceeds of income tax 
as follows Assam 2.25%; Bihar 9.75%; Bombay 17.50%; Madh}a 
Pradesh 5.25%; Madras 15.25%; Orissa 3.50%; Punjab 3.25%; 
I'ltar Pradesh 15.75; and West Bengal 11.25%. 

Part B State'* were to get the remaining 16.25% as follows: Hydera- 
bad 4.50%; Madhya Bharat 1.75%; Mysore 2.25%; PEPSU 0.75%; 
Rajasthan 3.50%; Saurashtra 1.00%; and lra\ancorc-Cochin 2.50%. 

The Second Finance Commission took a special note of the growing 
needs of the States and raised their share in the net proceeds of in- 
come tax from 55 to 6()'’o- Regarding the dcierminaiion of individual 
share of each State, the Commission wanted to make a major policy 
"hiu. it said: ‘'While as pointed cut ly our pcdccessors, theie may 
b: a case for weightage being given to collection in the restricted field 
t'f personal income tax, we have come to the cimciusion that, taking 
all factors into accf'unt, collection should be completely abandoned 
in f ivour of population as the baMs of distribution This may result 
in a loss to a few States where collections are concentrated and their 
revenue position should he safeguarded by takmg into account the 
o\erall devolution. As, however, wc do not wish to cause a sudden 
break in the continuity, we propose that the distribution of the 
States' share shv'uld be 10 per cent on the basis of collection and 90 
per cent on the basis of population. This sbould make it easy to 
complete, in due course, the process of eliminating the factor of 
collection altogether and distributing the ciuire amount ot the States’ 
share on the basis of population. 

The share of income tax proceeds allributablc to Union territories 
was again reduced to \% while the balance (99% of the net proceeds) 
was divided between the Stales in the following proportions: 

Andhra Pradesh 8. 1 2"o; Assam 2.44%; Bihar 9.94%; Bombay 
15.97%; Jammu and Kashmir lAT'o; Kc-ala 3.64%; Madhya Pradesh 
6.72%; Madia>* 8 40%; Mysore 5.14%; Orissa 3.72% Punjab 4.24%; 
Rajasthan 4.09^'o; Uttar Pradc>-. 16.36^o; and West Bengal 10.08%; 
Total 100.00^0. 

“Report of the Second Finance Commission, 1957, p. 40. 
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As noted above, the Corporation ta^ is not shareable with iho 
States. Corporation tax is defined in Article 366 of our Constitution. 
Earlier, a part of tax on income paid by companies did not iiicet 
the requirements of clause (c) of this Article wliich says “that no 
provision exists for taking the tax so paid into account in computing 
for the purposes of Indian ir.coine tax pa>ablc by, or refundable to 
such individuals” who constitute the company. The Finance A^t oi 
1959 changed the income tax provisions so that the whole ofinco-i e 
tax paid by companies came to be defined as corporation ta\. 
This cut into the pool of income tax divisible with States and on 
their representation, the Third Finance C’ommission raised the shaic 
of the States from 60% to 66*% of the net proceeds. The C^^minis- 
sion also retained the factor of lax collections as one of the bases 
for distribution of the income tax proceeds between the States. Ihcv 
asserted that “while population would remain the main factor for ihc 
distribution of the net proceeds of income tax amongst the Slates, the 
factor of collection should receive active recognition.”-* The> furllicr 
maintained that “it is pertinent to bear in mind the fact that there 
over all the country a core of incomes, particularly in the range of per- 
sonal and small incomes, which should be treated as of local origin.''^ 
On these considerations, the Commission not only did not recom- 
mend population as the only basts of di>tribulion, but also rcstoied 
the earlier formula whereby 80% of the States’ share was distributed 
on the basj^ of population and the remaining 20% on the baMs of 
collection. The Finance Commission was of the view that along with 
the concentration of collections come the problems of industrial 
labour, law and 'order and the like and therefore the administrative 
expenditure. The share attributable to the Union Territories was 
fixed at 2^%. And the remaining balance (S)7]% of the net proceeds) 
was divided between dificrent States in the following proportions. 

Andhra Pradesh in\%\ Assam 2.44"o; Bihar 9.33%; Gujaiat 
4.78%; Jammu and Kadimir 0.70%; Kerala Madhya Prade-ii 

6.41%; Madras 8.13%; Maharashtra 13.41%; Mysore 5.13''(,; Orissa 
3.44*,^o; Punjab 4.49';(); Rajasthan 3.07%; Uttar Pradesh 14.42‘yo- 
West Bengal 12.0;%; Total 100.00%. 

The States icpeated their plea for enhancing their share in the net 
proceeds of income tax bef re the Fourih 1 ii ance Commission 
They plea Jed that not only the corja^ralion tax W'as not shareable, 
the new ii come tax law had cm laded their share si» cc llic 

‘‘Repoit of the Tliiid I inance Commission, 19GI, p. IS. 

*Ibid., p. 18. 
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proceeds from Corporation ta^i were increasing at a much rapid rate 
than those from income tax and this, according to them, showed 
how they had been deprived of an elastic source of revenue. The 
yield from corporation tax had increased by over six times while that 
from income tax had increased by only about one-half. The Fourth 
Finance Commission accepted their case and raised the share of the 
States to 75% of the net income tax proceeds. The Commission 
expressed the opinion that the principles of distribution as between 
the States should be stable; so it not only chose population and 
collections as the two bases (like ihe earlier Commissions) but also 
maintained like the Third Commission that 80% of the States share 
should be distributed amongst them on the basis of population and 
the remaining 20% on the basis of collections. The Union Territories 
were given 2.5%, and the balance (97.5% of the States share) was 
divided between the States in the following proportions: 

Andhra Pradesh 7.37%; Assam 2.44%; Bihar 9.04%; Gujarat 
5.29%; Jammu and Kashmir 0.73%; Kerala 3.59%; Madhya Pradesh 
6.47%; Madras 8.34%; Maharashtra 14.28%; Mysore 5.14?i; Naga- 
lar ! Orissa 3.40%; Punjab 4.36%; Rajasthan 3.97‘'o; Uttar 

Pradesh 14.60%; and West Bengal 10.91%; Total 100.00%. 

The Fifth Finance Commission, apart from being pressed by the 


States to raise their share in the net proceeds ol income tax (sugge.s- 
tionv varying from 80% to 100%) was also approached to include 
advance income lax colled ions for determining the States’ share. This 
was a new technical point and after due reference to the Auditor and 
Comptroller General the President asked the Commission to consider 
the division of the advance tax collections also. The share of the 
States, however, was left at 75% by the Commission. Of the States’ 
share, the share attributable to the Union i e-Titories was fixed at 
2.6"^. Regarding the bases of determination of s' ares of the States 
vis-a-vis each other, the Fifth Commission again reopened the question 
(in contrast to the view adopted by Uie Fourth Commission) and 
restored the formula of the Second Commission, viz., that 90 /„ of the 
.share be distributed on the basis of population and 10% on the basis 
of assessment (and not Collection). The Fifth Finance Commission 
considered assessment us a more reliable index than the collection as 
far as the contributions by different Stales are concerned. It was 
stated that the collections were not always directly relates o 
origin of the income in the same State, and deduction of ^ 

at source gave a special advantage to the metropolitan and industrial 
centres. Furthermore, collections are not equal to assessments tecause 
in many cases there may be refunds or additional demands after the 
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assessimnts. Accordingly, the Fifth Finance Commibsion adopted 
assessment instead of collection for determining the share of each 
State. The respective shares of differem States came to be determined 
as follows: 

Andhra Pradesh 8.01%; Assam (including Meghalaya) 2.67'’„, 
Bihar 9.99%; Gujarat 5.13%; Haryana 1.73%; Jammu and Kashmir 
0.79%. Kerala 3.83%; Madhya Pradesh 7 09%; Maharashtra 1 1.34%; 
Mysore 5.40%; Nagaland 0.08“<I; Orissa 3.75%; Punjab 2.35",,, 
Rajasthan 4.34%; Tamil Nadu 8.18%; Uttar Pradesh 16 01",,; and 
West Bengal 9.11%; Total 100.00%. 

The Sixth Finance Commission also agreed with the repeat! d plea 
by the States that the exclusion of income tax paid by the companies 
from the divisible pool since 1959-60 deprived the States of a source 
which is more elastic than income tax. Just before this exclusion, 
the income tax paid by the companies was Rs 68.81 ciores, and 
would have risen to Rs 232.5 crores by 1969-70 1 urthermore, the 
Union surcharge was also raided from 10",, to 15% in 1971-72, which 
indirectly limited the scope for taxation by the Stales, i he Commis- 
sion, in the light of these developments, raised the share of the States 
in the net proceeds of income tax from 75 to 80%. 

Regarding the shares of the States vis-a-\ is each other, the Sixth 
Finance Commission agreed with the 1 ifth Comraissu n that 90'’o of 
it should be distributed on the basis of population. They also agreed 
with the Fifth Finance Commission that the remaining lO'Y, should 
be divided between States on the basis of aasessmenC ralher than 
collection. The share of the Union Territories was fixed at 1.79% of 
the total net 'proceeds of the income tax in addition to the 80% 
assigned to the States, which was to be divided between them in the 
following percentage shares: 

Andhra Pradesh 7.76%; Assam 2.54%; Bihar 9.61%; Gujarat 
5.55%; Haryana 1.77%; Himachal Pradesh 0.60%; Jammu and 
Kashmir 0.81%; Karnataka 5.33%; Kerala 3.92%; Madhya Pradesh 
7.30%; Maharashtra 11.05%; Manipur 0.81%; Meghalaya 0.18%; 
Nagaland 0.09%; Orissa 3.73%; Punjab 2.75%; Rajasthan 4.50%; 
Tamil Nadu 7.94%; Tripura 0.27%; Uttar Pradesh 15.23%; and West 
Bengal 8.89%; Total 100.00%, 

The Seventh Finance Commission realised that the fiscal needs of 
the States had increased and that there was a basis for transferring 
of more resources to them. It also thought that surcharge on income 
tax should be transitory in nature; but in Jnoia it* had come to stay 
and should, therefore, be considered additional income tax. The 
Commission, however, could not make any recommendation to the 
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effect of its sharing with States on account of an express provision 
of the Constitution to this effect. Accordingly, having set aside 
2.19% of the net proceeds as attributable to Union Territories, it 
allocated 85% of the balance to the States. Ten per cent of their 
collective share was distributed amongst them in proportion to their 
respective contribution to income tax revenue and the balance 90% in 
proportion to their respective population. In October 1978 (when the 
Commission submitted its Report), income tax was not being levied 
in Sikkim, but it could be levied in future. Accordingly, the Com- 
mission provided two sets of percentage figures of the States’ shares, 
namely (/) including Sikkim, and (ii) excluding Sikkim, as follows: 

Andhra Pradesh (8.021; 8.023); Assam (2.521; 2.522); Bihar 
(9.536; 9.540); Gujarat (5.957; 5.959); Haryana (1.819; 1.819); 
Himachal Pradesh (0.595; 0..595); Jammuand Kashmir (0.818; 0.818);, 
Karnataka (5.440; 5.442); Kerala (3.948; 3.950); Madhya Pradesh 
(7.354; 7.356); Maharashtra (10.949; 10.953); Manipur (0.188; 0.188); 
Meghalaya (0.178; 0.178); Nagaland (0.085; 0.085); Orissa (2.738; 
2.739): Punjab (2.713; 2.714); Rajasthan (4.362; 4.364); Sikkim (0.035; 
— ); Taniii Nadu (8.048; 8 050); Tripura (0.258; 0.258); Uttar Pradesh 
(15.422; 15.429); and West Bengal (8.015;8.0I8); Total (100.00; 100.00). 

Union Excise Duties 

At present there are many types of excise duties being levied and 
collected by the Government of India, namely, Basic Excise Duties, 
Auxiliary Duties, Earmarked Cesses, Special Duties and Additional 
Excise Duties (in lieu of sales tax). The auxiliary duties started as 
special duties like the ‘regulatory duties’ in 1963 in the wake of 
Chinese aggression in 1962. The yield fron. (hem was not much. 
They were replaced by what was known as auxiliary duties under 
the Finance Act, 1973. This Act specifically said that these auxiliary 
duties were being levied for the purposes of the Union and that their 
proceeds were not to be divided amongst the States. The Sixth Finance 
Commission recommended that these duties should also be shared 
with the States from 1976-77 onwards. Accordingly, they were merged 
with the basic duties under the Finance (No. 2) Act, 1977. Special 
duties were imposed in the budget for 1978-79 at the rate of 5% of 
the basic duties, except on coal, electricity generation and goods under 
Item 68 of the tarik Cesses are earmarked for paiticular purposes 
mentioned in the relevant legislatu n. The sharing of the excise duties 
is permissible under Article 272 of the Constitution. Such sharing is 
done in accordance with law of Parliament on the basis of the 
recommendations of the Finance Commission. Miscellaneous excise 
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receipts, special duties, and earmarked cesses go eniirely to the Centre 
and are not shared with the Stages. The sharing of basic duties; 
started with only three items on the recommendations of the First 
Finance Commission but now all the basic duties (excluding miscel- 
laneous receipts are shareable between the Centre and the States. The 
net receipts) from additional excise duties (in lieu of sales tax) is 
reserved for the States only (excepting the share attributable to Union 
Territories). The receipts from these basic Union excise duties have 
been increasing very rapidly and now form the most important source 
of revenue for the Government of India. While in 1950-51, revenues 
from excise duties were only Rs 67.54 crores,. the budget for 1980-81 
put the figure at Rs 555J crores. 

Though the Sarkar Committee had recommended the sharing of 
excise duty on tobacco on the basis of consumption, their lecom- 
mendation was not accepted. The States renewed their pleas with 
the First Finance Commission for the sharing of the excise duties on 
various grounds. Some ot these States even asked for sharing of ail 
the Union excise duties. While all the States were asking for a larger 
share in the excise duties, they differed on the basis of distribution 
of the proceeds as between themselves. This is explained on account 
of the fact that different criteria were advantageous to different 
States. The First Finance Commission agreed with the States that 
they should have an additional source of income through sharing of 
excise duties. But they felt that instead of choosing a large number 
of items with limited yield it was preferable to have a smaller number 
of items with a, much larger yield which would be of substantial help 
to the States. Accordingly, they recommended that excise duty on 
only three items, namely, tobacco (including manufactured tobacco),, 
matches, and vegetable products be shared and the States should get 
40% ot the net proceeds. This recommendation led to the second 
question, viz. the determination of the shares of the individual States. 
Various criteria offered themselves — collection, production, con- 
sumption and population. Though logically collection appears to be 
the most relevant criterion, it is not always necessarily so. In a vast 
country of uneven economic development, the role of the govern- 
ment cannot be easily ignored. The existing regional disparities arc 
partly due to the government’s economic policy in the past. Division 
of excise duties on the basis of collection or production therefore 
would not be conducive to regional balancing; it will rather tend to 
accentuate it. Consumption could also be another strong claimant 
as a relevant basis. But it would be noted that it has also at least two* 
limitations. 
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Consumption in poorer areas is bound to be less with the result 
the such States again get a lower share and thus the regional dispari- 
ties tend to get perpetuated. Secondly, consumption of some items 
is equally a matter of habit, e.g., of tobacco and sugar. People of 
some areas are used to consume these items more than the people of 
other areas. Accordingly, population appears to be the most justi- 
fiab’e basis for respective shares of the States. And if we want to 
bring in the factor of regional equality and fiscal needs, then the 
population index should be supplemented with the indices of back- 
wardness such as per capita income. In practice, however, the Finance 
Commissions have heavily relied on population as the basis of distri- 
buting the proceeds of the excise duties. 

The First Finance Commission recommended that the population 
of both Part A and Part B States should be aggregated and each 
State should get its share determined on the basis of the percentage 
that its population bears to the respective subt otal. Another recom- 
mendation of the First Finance Commission was that Bombay, 
Ma'^ras and Madhya Pradesh should also be allowed to levy taxation 
on tobacco (as other States could) and the compensation payable to 
them for refraining from imposing this tax should be stopped. 40% 
of the net proceeds of excise duties on the three items were to be distri- 
buted amongst various States on the following percentage basis; 
Assam 2. bTg; Bihar ll.60?o: Bombay 10.37%; Hyderabad 5.39%; 
Madhya Bharat 2.29”^; Madh>a Pradesh 6.13%; Madras 16.44%; 
Mysore 2.62%'; Orissa 4.22%; PEPSU 1.00%; Punjab 3.66; Rajasthan 
4.41%; Saurashtra 1.1 9‘%; Travancore-Cochin 2.68%; Uttar Pradesh 
18.23%:: and West Bengal 7.16%; Total 100.00%. 

By th? time of the Second Finance Commission, the revenue from 
Union excise duties had increased from Rs 8^ crores in 1952-53 to 
Rs 254.6 crores in 1957-58, partly due to the elasticity of the existing 
duties and partly due to the extension of these duties from 13 to 29 
commodities. The Second Finance Commission noted that there were 
pleas for extending the sharing of excise duties to all the commo- 
dities but they took only one step forward and widened the range 
to include (besides the three existing items namely, matches, tobacco 
including manufactured tobacco and vegetable products) sugar, tea, 
coffee, paper and vegetable non-essential oils tthus raising the number 
of dutie*. to be shared to eight). At the same time, however, they 
reduced the share of the States iiom 40 to 25% of the net proceeds. 
The First Finance Commission had expressed the desire to build up 
consumption statistics for future use. The Second Finance Commission 
also agreed that consumption was a desirable basis for determining 
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the shares of respective States but such reliable data did not exist 
Hence they also adopted population as the basis for distribution, but 
recommended that 90% of the States’ share be distributed on thtr 
basis of population and the remaining 10% be used for adjustments 
since in practice the population criterion would favour soni,. 
particular States. The States’ share was to be divided between tlu 
individual States in the following way: 

Andhra Pradesh 9.38%; Assam 3.46%; Bihar 10.57%; Bombay 
12.17%; Kerala 3.84%; Madhya Pradesh 7.46%; Mysore 6.52%; 
Madras 7.56%; Orissa 4.46%; Punjab 4.59%; Rajasthan 4.71%; 
Uttar Pradesh 15.94%; West Bengal 7.59%; and Jammu and Kasiimir 
1.75%; Total 100.00%. 

The Second Finance Commission also had to deal with the question 
of Additional Excise Duties for the first ti ne whose entire net pr»)- 
ceeds were to be distributed amongst the States. As a result of a 
decision taken by the National Development Council in December 
1956, a scheme of levying additional excise duties m lieu of sales tax 
by States on certain commodities was adopted. In this connection, 
the Additional Duties of Excise (Goods of Special Importance) Act. 
1957 was passed. Such an arrangement was considered to be conve- 
nient to the trade and helpful to the authorities in checking evasion. 
Technically, the Stales remain free to opt out of the scheme and rcim- 
pose sales tax subject to the forefeiture of their share of the revenue 
from the additional excise duties on these commodities. However, in 
practice, the States are prevented from this by Section 14 of the 
Central Sales Tax Act, 1 956 according to which these goods have 
been declared as ‘goods of special importance.’ Because of this dec- 
laration, the States cannot impose sales tax on these commodities at 
a rate which exceeds the one specified in the Act. 

Moreover, sales tax on these commodities can be levied only at 
one stage and the local tax is to be refunded if such goods subse- 
quently become subject to inter-State sales tax. On account of all 
these repercussions, therefore, the State do not find it worthwhile 
to reimpose the sales tax and opt out of the scheme. The States, 
however, were feeling dissatisfied with the scheme because of the 
fact that this source of revenue was not fully exploited by the Umon 
Government. The Government of India, therefore, referred the 
matter to the Fifth Finance Commission. The Fifth Finance Com- 
mission noted that the States had “complained that the Government 
of India, while increasing basic excise duties and introducing special 
excise duties on the same commodities, had kept unchanged the 



Indian Federal Finance — 11 359 


rates of additional excise duties.”® These duties were generally 
specific as compared with ad valorem sales lax in lieu of which they 
had been levied. This made their revenue yield still less elastic. 
The trade interests, on the other hand, were in favour of continua- 
tion of the scheme. Accordingly, on recommendation of the Fifth 
Finance Commission, the question was discussed by the representa- 
tives of the Government of India and the State Governments. Finally, 
the National Development Council agreed in December 1970 that 
the scheme should continue subject to the fulfilment of certain con- 
ditions, especially that the incidence of the additional duties be raised, 
in stages, to 10.8% of the value of the clearance. This was accepted 
by the Government of India and the rates were accordingly raised in 
the subsequent years. The>ield from them was Rs .32.50 crorcs in 
1957-58 when they were first levied; a sum of Rs 372.74 crorcs was 
estimated under this head in the Central G'svcrnment budget for 
1980-81. 

A* 'he time of the Second Finance Commission, the only commo- 
dities subject to the additional exei c duties in lieu of sales tax were 
mill-made cloth, sugar an.l tobacco. The Commission, in their 
recommendations were to m.ike sure that each State was guaranteed 
at least the revenue realized from the levy of sales tax for the finan- 
cial year 1956- ‘>7 in that .State. Th' Commission recommended that 
of the net proceeds of these duties, 1% should be assigned to the 
Union Territories, and l‘”„ to Jammu and Kashmir. Out of the 
balance, the States put together should get a total of Rs 32.50 crores 
by way of guaranteed amounts -Rs 19.76 crores for mill-made 
cloth, Rs 7. 18 crores for sugar and Rs 5.56 ci...tcs for tobacco. After 
setting aside the guaranteed amounts, the Kilance was divided 
amongst the States on the basis of ‘consumption’ corrected with 
reference to population as follows; Andhra Pradesh 7.81%,; Assam 
2.73%; Bihar 10.04%; Bombay 17.52%; Kerala 3.15%; Madhya 
Pradesh 7.16",'; Madras 7.74"o; My..orc 5.13%; Orissa 3.20%; Punjab 
5.71%; Rajasthan 4.32"^; Uttar Pradesh 17.18%; and West Bengal 
8.31%; Total lOO.OO",; 

The Third Finance Commission noted the fact that the financial 
needs of the States were increasing lapidly due to various develop- 
mental and other efforts whilf their resources were lagging behind. 
Accordingh', the Third Commission extended the principle of shar- 
ing the duties to all the commodities from which the yield of excise 


'Report of ihc fifth I inance CommisMon, p. 39. 
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duty was Rs 50 lakhs or more in 1 960-6 1.® They, however excluded 
the duty on motor spirit for special purpose grants for the develop- 
ment of communications. These recommendations raised the num- 
ber of duties to be shared to 35, but the share of the Stales was 
reduced to 20?o of the net proceeds.^ Regarding the distribution of 
the States' share between the individual States, the Commission 
observed that consumption could not be taken as the correct crite- 
rion for distribution especially now that intermediate and producer 
goods were also included. The Commission observed that N\hilc 
determining the shares of individual Stales, in addition to popula- 
tion, relative financial weakness of a State, and the percentage of 
Scheduled Tribes and Backward Classes in its population must also 
be taken into account. Without disclv)sing the exact fonmiKi assign- 
ing the wcighlage to these Victors, the Commission rcci^mmondcd 
that the percentage shares of individual States be fixed as follows: 

Andhra Pradesh 8.23%; As^^ain 4.73'^o: Bihar ll.56‘\p Gujarat 
6.45®o; Jammu and Kashmir 2.0T\p Kerala 5.46%; Madhya Pradesh 
8.46/„; Madras 6.08%; Maharashtra 5.75",.; Mysore 5.82"o* Orissa 
7.07%; Punjab 6.71%; Rajasthan 5.93"o; Uttar Pradesh 10.68%; 
and West Bengal 5.07::;,; Total 100.00%,. 

Regarding the distribution of additional excise duties, the Third 
Finance Commission followed the pattern laid down by the Second 
Commission. It allotted 1% of the net proceeds to Union territories 
and 1J% to Jammu and Kashmir. Of the balance, it also set aside 
the guaranteed sums of Rs 32.50 crores and proceeded to distribute 
the rest amongst' the States on a percentage basis. Like the Second 
Commission, it also maintained that consumption in each State 
would be the best index to distribute the proceeds of these duties, 
but reliable consumption figures were not available. For example, 
consumption figures regarding cigarettes arc in terms of numbers of 
cigarettes while the additional duty on cigarettes is at ad valorem 
rates. Figures of cloth consumption arc in terms of the value of 

•There were thiity-fivc such commodities. 

’“We consider that 20% of the net proceeds of Union duties of excise on all 
commodities on which such duties are coJlectcd, would he appropriate for the 
purpose we have in view. For purposes of our distribution, wc have included all 
the commodities on which duties were collected in 1960*61 being the last year 
preceding the third Five Year Plan, excluding (except silk fabrics) those on which 
the yield was below Rs 50 lakhs a year. We exclude, however, from this computa- 
tion the duty on motor spirit, as wc propose elsewhere that a sum of Rs 36 crorcs 
being about 20 per cent of its yield should be utilised for maintenance, and im- 
provement of communications and distributed as a special purpose grant.” (Third 
Finance Commission Report, para 44.) 
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cloth while the additional excise duties arc on the basis of the variety 
and the value of cloth. While the Second Commission had used the 
-consumption figures and adjusted the State shares with reference to 
population figures, the Third Commission proceeded to estimate the 
percentage increase in sales tax revenue in each State since 1 957*58 
and modified these figures with the population factor. This 
approach had its own limitations in the sense that the increase in 
sales tax revenue from other items is not necessarily indicative of the 
possible increase in the sales tax revenue from the items under con- 
sideration. The increase in the yield from sales tax from other items 
depends upon the choice of those items, the rates of sales tax, the 
growth in their trade transactions and such like factors, which can- 
not be guaranteed to be directly proportionate to the possible sales 
tax revenue which could be obtained from the items subjected to 
additional excise duties. 

Meanwhile, additional excise duty on t tik fabrics in lieu of sales 
tax had also been levied, the yield from which was Rs 4 lakhs per 
cni.u.v.. The Third Finance Commission included this sum also in 
the guaranteed amount (raising it from Rs 32.50 crores to Rs 32.54 
crores). The Union territories were assigned 1% of the net proceeds, 
and the share of Jammu and Kashmir was raised to 1 1%. The final 
distribution of the percentage shares of dilferent States after the 
guaranteed sums turned out to be as shown below: 

Andhra Pradesh 7.75%; Assam 2.50"y; Bihar 10.00%; Gujarat 
5.40“o; Kerala 4.25%; Madhya Pradesh 7.00%; Madras 9.00%,; 
Maharashtra 10.60%; Mysore 5.25%; Orissa 4.00%; Punjab 5.25%; 
Rajasthan 4.00%,; Uttar Pradesh 15.50'’ol and West Bengal 9.00%; 
Total 100.00%. 

Tlie Fourth Finance Commission completed the process of extend- 
ing the principle of sharing the excise duties. It had been the practice 
of the Central Government to bring in additional commodities under 
■excise duties with almost every budget so that between one Com- 
mission and the next, there would be some excise duties which would 
not be shared simply because the} did not exist at the time of the 
previous Commission. The Fourth Finance Commission not only 
■recommended the sharing of all the existing duties but also the ones 
which would be imposed later. It recommended that “all Union 
Excise Duties currently Icvii ’• (cxclusiing regulatory duties, special 
•excise duties and cesses earmarked for special purposes) as also 
those that might be levied in the next five }cars should be shared 
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between the Union and the States.”* The share of the States wa'.. 
however, retained at 20% of the net proceeds. Furthermore, while 
determining the shares of the States vis-a-vis each other, the Com- 
mission di'closed the weightage given by it to population and eco- 
nomic and social backwardness viz., 80% on the basia of population 
and 20% on the basis of economic and social backwardness, the 
latter being indicated by per capita value added by manufacturings 
percentage of workers to the total population and the like. On the 
basis of these considerations, the Fourth Commission recommended 
that the respective percentage shares of dilTcrcnl States (in the 20% 
of the net proceeds of eccise duties being assigned to them) should 
be as follows: 

AndhraPrade«h 7.77%; Assam 3..^2%: Bihar 10.03‘‘o; Gujarat 4.80"„: 
Jammu and Kashmir 2.26®(„ Kerala 4.16",',; Madhya Pradesh 7.40",,; 
Madras 7.18%; Maharashtra 8.23",,; Mysore 5.41%; Nagaland 2.21"„; 
Orissa 4.82%; Punjab 4 86",; Rajasthan 5.06",,; Uttar Pradesh 14.98".,; 
and West Bengal 7.51"^; Total 100.00"'. 

Coming to the distribution of additional excise duties under the 
recommendations of the Fourth Commission, we note that the Com- 
mission adopted a new basis for dividing the amounts o\er and 
above the guaranteed sums, namely, that “the distribution of the 
balance over the total of guaranteed amounts may be made on the 
basis of the proportion of sales tax revenue rcali/'cd in each State to 
the total sales tax collections in all the States taken together”® over 
the years 1961-62 to 1963-64. This formula also had limitations 
similar to the ones found in the case of the Third Commission and 
so need not be pointed out again. The Fourth Commission allotted 
1% of the net proceeds to the Union territories, I J",', to Jammu and 
Kashmir, 0.05% to Nagaland and the balance 97.45% was divided 
between the remaining States, after setting aside the guaranteed sums 
of Rs 32.54 crorcs as indicated below: 

Andhra Pradesh 7,42%; As'-am 1.98%; Bihar 6.17%; Gujarat 
7.43%; Kerala 5.65%; Madhya Pradesh 4.62%; Madras 11.13",',; 
Maharashtra 19.87%; Mysore 5.21%; Orissa 2.85; Punjab 5.01%; 
Rajasthan 3.17%; Uttar Pradesh 7.83%; and West Bengal 11.93%; 
Total 100.00%. 

The Fifth Finance Commission was pressed by the Slates for a 
larger percentage share of the net proceeds of the excise duties to 
which the Commission did not agree and kept their share at 20%. 

•Report of the Fourth Finance Commission, 1965, p. 73. 

•Report of the Fourth Finance Commission, 1965, p. 34, 
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But it recommended that the yield from special excise duties should 
be included for determining the Slates’ share during 1972-73 and 
1973-74. Regarding the determination of individual States’ shares 
the Commission adhered to the rule that 80% of the share should be 
distributed on the basis of population and the remaining 20% on the 
basis of backwardness. However, it spelt out the determination of the 
index of backwardness more fully. It chose seven components of 
backwardness v/z., the per capita income, the scheduled tribes popu- 
lation, the number of factory workers per lakh of population, net 
irrigated area per cultivator. length of railways and surfcice roads per 
100 sq kms, shortfall in the number of school-going children as 
compared with those of school-going age, and the number of 
hospital beds per 100 population and assigned equal weightage to all 
these seven components. They recommended that tv\o-thirds of the 
20% proceeds be divided between those States whose per capita in- 
come was below the national per capita incr^mc, ‘1n proportion to 
the short-fall of the State’s per capita income from other States,. 
m;d^ip1ied by the population of the State." Per capita income of 
Nagaland for this purpose, was considered equal to be that of 
Assam. The remaining one-third of 2iy\ was recommended to be 
distributed on the basis of a composite index of the remaining com- 
ponents of backwardness. The actual percentage shares of different 
States were fixed as follows: 

Andhra Pradesh 7.15%; Assam 2.5 Bihar 13.81%; Gujarat 
4.17%; Haryana 1.49; Jammu and Kashmir 1.12%; Kerala 4.28%; 
Madh>a Pradesh 8.48!:,;; Maharashtra 7.93%; Mysore 4.65%; Naga- 
land 0.08%: Orissa 4.72%; Punjab 2.17%; Rajasthan 5.28:\„ Tamil 
Nadu 6.50%; Uttar Pradesh 18.82%; West Bengal 6.84%; Total 
100 . 00 %. 

Regarding the distribution of the additional excise duties, the Fifth 
Finance Commission agreed that sales tax yield was not a very reli- 
able base, especially when sales tax was being Ie\ied on all types 
of goods including lu.xuries, raw' materials, intermediate goods and 
consumption goods. The Fifth Finance Commission, therefore, gave 
an equal weightage to population and sales tax collection. It assigned 
2.05% of the net proceeds to the Union territories, 0.83% to Jammu 
and Kashmir, and 0.09% to Nagaland. Of the remaining 97.03% of 
the net proceeds, the guarante^'d sums were set apart and the balance 
was divided between the States in the following manner* 

Andhra Pradesh 8.13%; Assam 2.47?,.; Bihar 8.40%; Gujarat 
6.33%; Haryana 1.70%; Kerala 4.84?o; Madhya Pradesh 6.34?;,; 
Maharashtra 13.89?'o; Mysore 6.00?o; Orissa Punjab 2.9.S?o; 
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Rajasthan 4.42%; Tamil Nadu 9.63%; Uttar Pradesh 12.99%; West 
Bengal 8.75%; Total 100.00%. 

The Sixth Finance Commission took note of the fact that the Fifth 
Commission had recommended the inclusion of the special duties in 
the divisible pool, but that regulatory duties were still out of the 
divisible pool. The yield from these regulatory duties however 
was nil in 1970-71 and even in the budget for 1971-72 no credit was 
taken for them. However, the Government of India invoked the pro- 
vision of Section 12 of the Finance Act, 1971 to levy some regulatory 
duties when refugees started coming fiom Bangladesh The items 
subjected to these regulatory duties stood at 25 m number in 1975-76 
and important among them were iron and steel products, plastics, 
cigarettes, aluminium, paper, jute manufactures, copper and copper 
alloys, cement, unmanufactured tobacco, and steel ingots. The yield 
from these duties was Rs 22.88 crores in 1971-72 and Rs 80.37 
crores in 1972-73 (RFl. However, in 1973, these regulatory duties 
were replaced by auxiliary duties under the Finance Act of 1973, 
and according to the Act the yield from these duties was specifically 
reserved for the Union only. The States however pleaded for the 
inclusion of these duties also in the divisible pool for many reasons. 
Firstly, they did not want to lose such a source of revenue which, 
from all accounts, looked like staying on a permanent basis. 
Secondly, they were afraid that the Centre would be raising the rates 
of auxiliary duties at the expense of the divisible duties and thus 
deprive the States of their legitimate potential share. Thus the yield 
from these duties m 1973-74 was Rs 98 40 crores, and rose to Rs 
253.16 crores in 1976-77 (.the last year of their existence). Thirdly, 
the effect of the auxiliary duties was indistinguishable from that of 
the basic excise duties. The Sixth Finance Commission accepted 
these arguments and recommended that the yield from auxiliary 
duties should also become divisible from 1976-77 onwards. 

The States were also pressing for a larger percentage share from 
the yield of excise duties to be assigned to them. Such a course, 
however, would have left the Centre with smaller resources to aid 
the relatively backward States with larger grants. Accordingly, the 
Commission decided to retain the States’ share at 20% of the net 
proceeds of these duties (inclusive of the auxiliary duties from 1975 - 
77 onwards). Regarding the problem of determining the shares of 
individual States, the Commission was flooded, as usual, with diffe- 
rent proposals. Like the earlier Commissions, the Sixth Finance 
Commission also emphasised the backwardness as a distinct criterion, 
but reopened the question of determining the index of backward- 
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ness. The Fifth Finance Commission [had divided the States into two 
categories in terms of States having per capita incomes which were 
higher than the national average and the States in which the per 
capita incomes were below the national average. Regarding other 
variables constituting the component elements of an index of back- 
wardness, the Sixth Commission found that such a composite index 
was not a reliable one. Firstly, low per capita income of a State could 
be both a cause and a consequence of economic backwardness and 
secondly even some poor States were trying to maintain a compara- 
tively higher level of social «ervices. According to them, therefore, a 
composite index of backwardness could be both misleading and 
redundant. It was enough to rely only on the per capita incomes of 
various States as the adequate indicator of their relative backward- 
ness. It requested and obtained from the CSO the estimates of State 
Domestic Product for three years (1967-68,1968-69 and 1969-70) and 
used them as the sole indicator of economic ackwardness. However, 
it recommended that 75% (instead of 80% as till then) of the States’ 
sh'ti • 'lould be distributed between them on the basis of population 
and the remaining 25% (instead ot 20% as till then) on the basis of 
economic backwardness. Accordingly, .the percentage share of each 
Slate was determined as follows: 

Andhra Pradesh 8.16; Assam 2.71; Bihar 11.47; Gujarat 4.57; 
Haryana 1.53; Himachal Pradesh 0 63; Jammu and Kashmir 0.90; 
Karnataka 5.45; Kerala 3.86; Madhya Pradesh 8.15; Maharashtra 
8.58; Manipur 0.21; Meghalaya 0.19; Nagaland 0.11; Onssa 4.06; 
Punjab 1.87; Rajasthan 5.00; Tamil Nadu 7.43; Tripura 0.30; Uttar 
Pradesh 17.03; West Bengal 7.79; Total 100.00. 

Regarding the additional duties of excise tr lieu of sales tax, the 
Sixth i-inance Commission changed the po.'cy of setting aside the 
guaranteed sums and distributing the rest. They interpreted the rele- 
vant term of reference to mean that there was no need to set aside 
the guaranteed amounts since in any case, each State would be get- 
ting more than the guaranteed amount. The terms of reference of 
the Finance Commission also stated “that the share accruing to each 
State shall not be less than the revenue realized from the levy of 
sales tax for the financial year 1956-57 in that State. The Com- 
mission estimated that the net pioceeds of these duties after meeting 
the share of the Union Territr ’es, for the five yen«s would be around 
Rs 1,037 crores as against the guaranteed sums of Rs 162 crorcs for 
the five-year period. 

‘"Sixth Finance Commission, “Terms of Reference.” 
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The Commission further observed that the earlier Finance Com- 
missions were not giving weightage to ccononjic backwardness of 
States in distributing the duty proceeds between them and were only 
trying to estimate the sales tax revenue which the respective States 
would have got had the scheme of additional excise duties been not 
in operation. “In other words, the Finance Commission have recog- 
nized the principle of compensation to be the only valid principle in 
the distribution of additional excise duties. Other considerations such 
as preferential treatment for backward States, however, valid in 
relation to other Central taxes, are totally irrelevent to any scheme 
of distribution of additional excise duties. Their levy by the Centre 
is in pursuance of what is equivalent to a tax rental agreement. 

The Sixth Finance Commission also noted that the earlier Com- 
missions were agreed that consumption was the best measure of the 
potential yield of a sales tax and that the earlier Conunissions were 
only busy finding out the best way of getting at the consumption 
indices. It however noted that reliable consumption statistics were 
still not available. It also agreed with the Fifth Finance Commission 
that sales tax collection of other commodities was not a good proxy 
for the potential yield of sales tax on the commodities under consi- 
deration, because they do not indicate the consumption of the com- 
modities on which the duties are being levied. After due considera- 
tion of various alternatives, the Sixth Finance Commission came to 
the conclusion that the three factors which should be chosen as the 
basis of distribution were population. State Domestic Product at cur- 
rent prices and production. The population was proxy of consumption 
and coupled with production it would give a good basis for potential 
sales tax yield. The Domestic Product of a State for three years, 
1967-68, 1968-69, and 1969-70 was used as an indicator of its back- 
wardness (and sales tax being on ad valorem basis, the State Domes- 
tic Product was to be measured at current prices). In the final ana- 
lysis, the Commission recommended that 1.41% of the net yield of 
the additional duties of excise (inclusive of auxiliary duties from 
1976-77 ownwards) be retained by the Union for Union Territories 
and the balance 98.59% be distributed between the States in the 
following manner: 

Andhra Pradesh 8.39%; Assam 2.47%; Bihar 9.36%; Gujarat 
5.91%; Haryana 1.94%; Himachal Pradesh 0.59%; Jammu and 
Kashmir 0.73%; Karnataka 5.62%; Kerala 3.58%; Madhya Pradesh 

‘‘Sixth Finance Commission Report, para 8. 
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«.98%; Maharashtra 11.65%; Manipur 0.17%; Meghalaya 0.17%; 
Nagaland 0.08%; Orissa 3.59%; Punjab 2.67%; Rajasthan 4.17%; 
Tamil Nadu 7.27%; Tripura 0.25%; Uttar Pradesh 16.10%; West 
Bengal 8.31%; Total 100.00%. 

The Seventh Finance Commission proceeded on the assumption 
that sharing of Central taxes should have a predominant role in the 
transfer of resources from the Centre to Stales and that grants-in-aid 
under Article 275 should be only a residual transfer. Accordingly, 
the Commission recommended that the entire net collection of excise 
duty on the generation of electricity attributable to each State be 
transferred to that State. Further, 40% of the net collection of all the 
other excise duties, excluding proceeds of additional duties of excise 
in lieu of sales tax and cesses levied under special Acts and earmark- 
ed for special pui poses, be distributed amongst States. As regards 
the shares of individual States, the Commission made it clear that 
sharing of the e proceeds should be determined with a view to 
reducing the inter-Statc disparities. But it found that it was desirable 
to adopt the overall indicators of backwardness instead of partial 
indicators. Accordingly, the Commission decided that the shares of 
the individual States should be determined by giving equal weight 
to(/) the population factor, (it) the inverse of the pet-capita State 
Domestic Product, (lii) the percentage of the poor in each State, and 
(ir) a formula of revenue equa’isation which the Commission had 
worked out. At the lime of the Commission’s Report, Union excise 
duties were not leviable in Sikkim and therefore the State was not 
entitled to a share in the net proceeds of these duties. But in 
future, these duties could be levied there. Therefore, the Commission 
recommended two sets of percentage shares (excluding Sikkim and 
including Sikkim) as follows: 

Andhra Pradesh (7.698; 7.691); Assam (2.793; 2.793); Bihar (13.025; 
13.021); Gujarat (4.103; 4.101); Haryana (1.177; 1.177); Himachal 
Pradesh (0.521; 0.521); Jammu and Kashmir (0.839; 0.839); 
Karnataka (4.877; 4.876); Kerala (4.036; 4.035); Madhya P^ade^h 
(8.727; 8.725); Maharashtra (6.633; 6.632); Manipur (0.218; 0.218); 
Meghalaya (0.200; 0.200); Nagaland (0.097; 0.097); Orissa (4.682; 
4.682); Punjab (1.226; 1.226); Rajasthan (4.813; 4.813); Sikkim (—; 
0.028); Tamil Nadu (7.641; 7.637); Tripura (0.373; 0.373); Uttar 
Pradesh (18.293; 18.290); West Bengal (8.028; 8.025); Total (100.00; 
100 . 00 ). 

Faced with the task of distributing the net proceeds of additional 
duties ofexcise in lieu of sales tax amongst the States, the Seventh 
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Finance CommisMon found that the difficulties arising from lack of 
reliable statistics of consumption of articles under question sti 1 
persisted. It requested the Government to arrange for collection of 
reliable data in this regard for the benefit of future Finance Commis- 
sions. The Commission also found that additional duties of excise 
were not being levied in Sikkim and the State was levying sales Ux 
on textiles only. Accordingly, the Commission decided that Sikkim 
should get a share of additional duties on sugar and tobacco, but 
not of duties on textiles. However, it provided for the eventuality of 
Sikkim giving up its sales Ux on textiles and getting entitled to a share 
of the proceeds of that duty also.* 

Though faced with inadequate data on consumption, the Seventh 
Finance Commission tried to evolve suitable proxies for the same. 
As regards consumption of sugar, averages of the despatches to Union 
Territories and each State in three years 1974-77 were estimated. The 
shares of the Union Territories and of each State in the total of the 
average despatches in these three years were taken as their respective 
shares in the net proceeds of the duties on sugar. Ihe average per 
capita domestic product of a State at current prices for three years 
1973-76 multiplied by its population according to 1971 census (The 
Commission was obliged by its terms of reference to use 1971 census 
figures wherever population was to be a factor in determining res- 
pective shares of States) was taken to represent its consumption of 
textiles and tobacco. The share of a State in tha total net proceeds of 
duties on textiles and tobacco was determined by the percentage of 
its estimated consumption of these commodities in the corresponding 
total for all States. On this basis, the Commission recommended that 
3.271% of the duty on sugar should be retained by the Centre as the 
portion attributable to Union Territories. The corresponding figure 
for textiles and tobacco each was 2. 1 92. The balance in each case was 
to be divided amongst the States as shown in Table 18.1 

Estate Duties 

Estate Duty revenue on properties other than agricultural lands 
is to be assigned to the States under Article 269 of the Constitution. 
These duties have been levied since 1957. Further, in certain States, 
estate duty pn agricultural lands is also imposed and collected by the 
Government of India and such net proceeds arc assigned to only 
those States from whom this duly is collected. 

* Tables 18.2, 18.3 and 18.4 summarize the rccommeadations of the Finance 
Commissions on income-tax. Union excise duties and additional excise duties. 
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TABU 181 


PiRCfNiAc.i Shari oi Siaiis in Addhionai Dunes ot L^cisi 


Statts 


Sugar 

Tixtili s 


Tobacco 




Without 


With 





Sikkim 


Sikkim 


Andhr i Pradesh 

5 245 

8 020 


8 018 

8 018 

Assam 


2 40K 

2 298 


2 297 

2 297 

Bihar 


$911 

7 221 


7219 

7 219 

Gujarat 


8 712 

6015 


6 013 

6013 

Haryan i 


2 6^6 

2 790 


2 789 

2 789 

Himachal Pradesh 0 860 

0 734 


0 734 

0 734 

Jammu and Kas) mir 0 831 

0 744 


0 744 

0.744 

Karnataka 

4 901 

6 083 


6 081 

6 08t 

Kerala 


1781 

4 020 


4 019 

4 019 

Madhya Pi idcsh 

6 019 

6 422 


6 419 

6 419 

Maharashtra 

17 082 

13 510 


13 506 

13 506 

Manipur 

0 141 

0 185 


0 185 

0 185 

Meghalaya 

0 029 

0171 


0 171 

0171 

Nagaland 

0 115 

0 084 


0 084 

0 084 

Oiissa 


2 178 

3 457 


3 456 

3 456 

Pnniab 


6 220 

4 270 


4 268 

4 268 

i< ii in 

4.729 

4 366 


4 365 

4 365 

Sikkim 


0 057 



0 034 

0 034 

Inmil Nadu 

6 449 

7 710 


7 707 

7 707 

Innur i 


0 172 

0 257 


0 256 

0 256 

Uttar Pi adt h 

13 184 

12 $49 


12 544 

12 544 

West Bsngil 

8 2S4 

9 094 


9 091 

9 091 

Total 

100 000 

100 000 

100000 

100000 




TABLE 18 2 




Sharing oi [niomf Tax Prix rros 


Financt 

share in the 

%age shau 


^ Distribution of (5) amongst 

Commission 

diMSihli pool 

of VTs Pait 

share 

' Stales Wi ights assigned to 




C Stan sin 

of 






(3) 

States 


1 


Oflht 

\of Sum & 



Populii- 

Colli c- issess- 


(ftltu 

U7 SJFart 



tion 

tion mt nt 



1 estates 

1 







1 


1 



— 

I 

2 

? 

4 

5 

6 

7 6 





_ — ~ - 

— — 

^ ■ 


1 

45 

55 

2 75 

97 25 

80 

20 

11 

40 

60 

1 00 

99.00 

90 

10 

111 

331 

66^ 

250 

97 50 

80 

20 

IV 

2S 

75 

2 50 

97 50 

80 

20 

V 

2^ 

75* 

2 60 

97 40 

90 

10 

VI 

20* ♦ 

SO** 

179t 

100 00 

90 

10 

VH 

IS** 

85** 

2 19t 

100.00 

90 

10 


• Inclusive ot advance tax collections 

t PercenUge shaic of total net proceeds 
•♦Divisible pool net of Union Icmtoiies share 
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lABLE 18 3 

Shvrinc. Of Nil CoiLiciioN oi* Union Lxcisi Duriis 


Ft mime 
commission 

Numhtr of items 

%t/^e sfiaic 
of Stott \ 
in the 
dnrsthie 
pool 

1 Di vision of ih amomrst Stott a • 
%ai*e W( ight sow igiu d to 



1 

Fopulation\ 

1 

Ltonornu 
backwaidin ss 

1 idjust- 
nient 

1 

2 

? 

4 

3 

6 

I 

3 

40 

100 

- 


il 

8 

25 

90 

— 

10 

111 

33 

20 

hoimula Not Disclosed 

IV 

All Items* 

20 

80 

^0 


V 

All Items** 

20 

80 

20s 

— 

VI 

All Items*** 

20 

75 

2'^ss 

- 

VII 

All Items**** 

40 




♦ Excluding regulatory, special and caimarkcd ccssts but ir eluding those 
^\hich might be imposed in futuie. 

♦* Excluding regulator duties and earmarked tessts but ii lIi ding s| llj*.1 
duties for the yeais 1972-73 and 1973-74 

$ Index of economic backwardness composed of ^cven components I wo- 
thiid of this 20% to be assigned to States with a per capita income below the 
national average and one-third to be assigned to States with a per cspita income 
above the national average 

All Items inclusive of auxiliarv duties fwhich had rep'^etd rtgidatoiy 
duties since 1973 74) from 1976-77 onwaids 

$$Economic backwaidncss of a State is indicated bv it' per eapi a 

income 

♦••• Entire dutv on generation of electricity atlributablc o a Slate to be 
transferred to that State All other basic duties to be shared 

$i$Eqtial weights to (i) population, (if) invei sc of per capita Slate Domestic 
Product, {ill) percentage of poor in the State population, (/v) a loimulaof icNeniic 
equalisation worked by the Commission. 

During 1974-79, net proceeds of this duty, as per recomincndd- 
tioBs of the Sixth Finance Commission were being distiibuled 
amongst States as shown on p. 371. 
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TABLE 18 4 


Distribution of Additional Duties of Excise Amongst States 


1 

Fi nance 

To UTs 

To 

! Guaranteed 

Basis for the division 

commission 

j&k\ 

amount 

\ 

of the balance 

II 

1% 

ii% 

Yes 

Consumption corrected with 
respect to population. 

III 

1% 

ii% 

Yes 

Percentage increase in sales 
tax revenue since 1957-58 
modified with population 
factor. 

IV 

1% 

ir/o 

Yes 

Percentage of sales tax reve- 
nue realized in each State to 
total sales tax revenue of all 
Slates duiing 1962-64. 


2.05% 

0.83 

Yes 

llqual wcightage to popula- 



0.09” 


tion and sales tax collection. 

VI 

1.41% 


No 

(0 Population as a proxy 
for consumption, (i7) State 
domestic product for 1967-68, 
1968-69 and 1969-70 at cur- 
rent prices, and (iii) produc- 
tion. 

VII 

3.271% 

— 

No 

For sugar : Average des- 

for sugar; 


patches of sugar in 3 years 

2.192% each 


1974-77 as an indicator divi- 

for textiles 


ded bv average despatches to 

and tobacco 


all Sta'c^. 





For textiles and tobacco : 
Average per capita product 
of a State at current prices 
for 1971-76 multiplied by 
population as per 1971 cen- 
sus divided by the coi respon- 
ding total for all States. 


♦To Nagaland. 

(/) 2 . 5 % of the net proceeds were retained by the Centre as atiri- 

butable to the Union Territories; 

(h) The balance 97.5% was divided into two portions in the ratio 
of the gross values of movable and immovable properties assessed 
during the year: 
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(а) The portion which was thus ascribed to immovable properts 
was distributed amongst States in the ratio of the gross value 
of the immovable property located in each State and brought 
into assessment in that \ear; 

(б) The portion ascribed to movable property was distributed 
amongst the States in the ratio of their respective population. 

With effect from 1979-80, the distribution of the net proceeds 
among the states is being governed by an amendment of the Act in 
accordance with the recommendations of the Seventh Finance Com- 
mission. The Commission has done away with the distmetion 
between proceeds of duty attributable to movable and immovable 
property and has recommended that the estate uuty to each State 
be determined in proportion to the gross value of the property 
(other than agricultural land) in each Slate. The property located 
abroad is to be deemed to be located in the State where it brought 
to assessment. 

THE FlNAxNCE COMMISSION AND GRANT S-IN-AID 

Indian Constitution provided three types of grants. Firstly, under 
Article 273 it provided that the jute growing States of Assam. Bihar. 
Orissa and West Bengal would be given grants-m-aul of the re\cnues, 
in lieu of a share in export duly on jute and jute pi oducts. these 
grants would be given lor a period of 10 years or for a shorter 
period if such* export dut> was abolished cai her. These grants are, 
therefore, oternow. 

iSecwnf/y, under Article 275, grants are given by the Goveinmcnt 
of India to States which are in need of assistance for meeting their 
revenue gaps. Such grants can be of different amounts for different 
States depending upon the estimates of such needs. The Article also 
provides that a State would also be getting grants for meeting ‘"the 
costs of such schemes of development as may be undeitaken by 
the States with the approval of the Government of India for the 
purpose of promoting the welfare of the Scheduled Tribes in that 
State or raising the level of administration of the Scheduled Areas 
therein to \hat of the administration of the rest of the areas of that 
State.” 

Thirdly, Article 282 allows both the Central and State Governments 

^‘Article 278 which covered the grants to States for needs arising out of the 
merger of the erstwhile Princely States with Part A States and the emergence of 
Pan B States was repealed by the Constitution (Seventh Amendment) Act, 1956. 
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to ‘'make any grants for any public purpose,” even when the purpose 
for which the grant is being made is not within the legislative powers 
of Parliament or the State Legislature concerned. These are therefore 
discretionary grants and provide a great flexibility and nearly unlimited 
scope for transferring of resources from one government to another. 

\ fourth kind of grant has accidentally come up, namely, grants in 
lieu of tax on railway passenger fares. Technically, it comes under 
discretionary grants, though historically these grants were started when 
the tax on railway passenger fares was abolished in 1961. 

\ fifth kind of grant has resulted from the introduction of wealth 
tax on agricultural property with effect from the assessment year 
1970-71 by the amendment of the Wealth Tax Act of 1957, as 
amended by the Finance Act of 1969. Wealth tax is not shareable 
with the States either on an obligatory or on permissive basis. There- 
fore, the Centre decided to pass the net collections to the States by 
wa> of grants-in-aid. The figures involved are very small (Rs 81 lakhs 
as per 1980-81 Budget). The Sixth Finance Co.»^mission had recom- 
mended that the grant should be distributed amongst the States in 
proportion to the value of agricultural property situated in each State 
and brought to assessment in each \ear. The Seventh Finance 
Commission has recommended that the share of each State should be 
equivalent to the net collection in that State in each year. 

Grants in Lieu of Jute Export Duty 

We ha\e seen above that four States, namely— Assam, Bihar, Orissa 
and West Bengal were entitled to those grants so long as the Govern- 
ment of India were imposing and collecting any export duty on jute 
■or jute products, but in any case these grants were to cease after 10 
years from the commencement of the Coiistitiit'on. The First Finance 
Commission interpreted the provision of the < ^ institution to mean 
that the four listed jute producing States were to get a compensation 
^nd not a share in the jute export duty. The Idea, it was maintained, 
was to compensate these States against a sudden loss of some revenu.. 
Had it been the intention of the Constitution makers to give these 
States a share in the export duty, it would have been mentioned there- 
in and those other States which started growing jute later on would 
also have been included. Proceeding on these arguments, the First 
Finance Commission took the year 1949-50 as the base year (when 
the sharing of the duty came to an end) when the yield from the 
export duly was Rs 968 lakhs. that time the Stales* share in export 
duty was 62i-%, which gives a figure of Rs 605 lakhs. The Commis- 
sion further argued that the total export of raw jute and jute pro- 
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ducts in that year was 10.39 lakh tonnes. During the same year, the 
production of raw jute in the four States under consideration was only 
5.42 lakh tonnes. Even assuming that all their jute production u as 
exported in raw or manufactured form, their share ip Rs 605 lakhs 
would not exceed (Rs 605x5.42-:- 1 0.39)=Rs 315 lakhs app’-oxi- 
mately. This amount was recommended as a grant to be distributed 
between the four States in proportion of their raw jute produc- 
tion. Accordingly, the grants recommended (per annum) were as 
follows- Assam Rs 75 lakhs; Bihar Rs 75 lakhs; Orissa Rs 1 5 hkhs 
and West Bengal Rs 1 50 lakhs. 

The Second Finance Commission agreed with the recommendations 
of the First Finance Commission, and only a minor adjustment on 
account of the transfer of certain areas from Bihar to West Bengal 
was made. Accordingly, during the Second Plan these grants (per 
annum) amounted to: Assam Rs 75 lakhs; Bihar Rs 72 3 lakhs; 
Orissa Rs 15 lakhs; West Bengal Rs 152.69 lakhs. 

Grants in Lieu of Tax on Railway Passenger Fares 

This tax was levied by the Government of India under Article 269 
in 1957 by the passage of the Railway P.issengcr Fares Tax Act. 1957. 
We have seen earlier that this is one of those taxes whose net pro- 
ceeds are to be wholly assigned to the Slates. The Second Firance 
Commission was the fiivt to deal with the distribution of the proceeds 
of this tax. The Commission observed that the ideal was <1 dl^tri- 
buting the proceeds between the States would be to determine the 
actual tax collection on each ticket according to the mileage range in 
each State. Such a calculation, however, was not possible. Instead it 
adopted the method of dividing the earnings of each zonal laiiway 
between different States in proportion to the route mileage located in 
each State, and thus arrived at an estimate of the passenger fare 
attributable to each State. The actual net tax proceeds were then 
divided in proportion to the estimates of such passenger fare 
earnings. 

In 1961, however, this Act was repealed and the passenger tax was 
abolished by merging it with the basic fares. It was however, decided 
to compensate the States through an ad hoc grant of Rs 12 65 crores 
p.a. which was the average of the actual tax collections during the 
two years 1958-59 and 1959-60. The Third Finance Commission 
recommended that the ad hoc grant be distributed on roughly the 
same principles as recommended by th/ Second Finance Commission. 
This step was followed by the recommendations of the Railway 
Convention Committee in 1965 according to which the States should 
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be given an annual grant of Rs 16.25 crores in lieu of the tax on 
railway passenger fares. Since then the States have been receiving 
this amount every year as the Railway Convention Committee in 1971 
also made the same recommendations. Oiily actual shares of different 
States have been varying from year to year according to the calcula- 
tion made under the given principle stated above. It goes without 
saying that had the tax on railway passenger fares continued, the 
actual earnings would not have remained stagnant. The States have 
been pressing the point and both tlic Sixth and the Seventh Finance 
Commissions accepted this argument, but since the Commissions 
were not authorized to enhance the amount of the grant under their 
terms of reference, they suggested that the Central Government 
should determine the amount of grant on the basis of what the tax 
amount would have been. However, even in 1980-81, the States con- 
tinued to receive the same Rs 16.7> crores as in earlier years. 

Grants-in-Aid^ 

Orants-in-aid of the revenues of the States arc meant to meet t’lcir 
buc*gcU.* .» deficits. Such budgetary deficits, however, can be partly 
the result of extravagance in expenditure or insufficient effort at 
resource mobilisation. Care has to he taken, therefore, to ensure 
that States which are prudent in their financial administration and 
which try li^ increase their own resources arc not penalized on this 
account and the States which have a less cfficieni financial mar.age- 
ment do not gain an advantage on account of this. In practice, li vv- 
ever, it raises difficult questions and there is a feeling that the hinance 
Commissions have not been able (o safeguard against this lap^e. And 
the problem becomes still more complicated wdien it is realized that 
these grants arc general and not conditional on theii being used for 
specific purposes only. 

Grants for Specific Purposes 

Grants for specific purposes like Plan schemes and relief 
against drought, floods and famine etc., are made without reference 
to the Finance Commission. The presence of these conditional 
grants makes the situation a little more complex. For example, a 
State may be recommended a grant by the Finance Commission on 
account of a revenue deficit which is expected to occur if the State 
takes up projects for improving primary education and communi- 
cations. The State, at the same time, may include these schemes 


Also see Chapter 15. 
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in its Plan programme, and get specific Plan L-rants through the 
recommendations of the Planning Commission and divert the grant 
money recommended by the Finance Commission to other uses. And 
in fact the States are known to have diverted the funds to uses other 
than those for which they were meant. The First Finance Commission 
was of the view that the States should be helped in their effort to 
build up certain administrative, social and economic services. It, 
therefore, recommended grants for raising the level of primary 
education to eight States in which the school enrolment was below 
the national average. The amount of these grants toialled Rs 900 
lakhs for the four >ears 1953-54 to 1956-57. 

But a clear-cut tendency to divert the funds to other purposes was 
noticed. It was clear that some form of supervision and check was 
needed to ensure that the grants made for specific purposes were not 
used for other purposes. I'he Second Finance Commission for want 
of such a check did not make any specific-purpose grant. The Third 
Finance Commission, however, revived the experiment by making 
specific grants of Rs 9 crores p.a. to 10 States for raising the level of 
communications. The States receiving these grants were: Andhra 
Pradesh Rs 50 lakhs; Assam Rs 75 lakhs; Bihar Rs 75 lakhs; Gujarat 
Rs 100 lakhs; Jammu and Kashmir Rs 50 lakhs; Kerala Rs 75 lakhs; 
Madhya Pradesh Rs 175 lakhs; M>sore Rs 50 lakhs; Orissa R.s 175 
lakhs and Rajasthan Rs 75 lakhs. The Fourth and Fifth Finance 
Commissions did not make any specific-purpose grants because of the 
absence of necessary supervision, but the Sixth finance Commission 
again revised that stand in the light of its explicitly stated bias to 
reduce regional disparities as far as possible. But it also wanted to 
ensure that the grant money was not diverted to other uses and so 
suggested a scheme of check against such a diversion. 

The Sixth Finance Commission recommended that before making 
any Plan grants, the Government of India and the Planning Commis- 
sion should verify if the Finance Commission had also sanctioned 
any grant for the same purpose such as for primary education, medi- 
cal and public health, and welfare of Scheduled Castes, Scheduled 
Tribes and other backward classes. If it is found that the Finance 
Commission have provided a grant for any such purpose, then only 
that portion of expenditure should qualify for a Plan grant, which 
had not been taken into account by the Finance Commission.^'' For 
example, if expenditure for any specified purpose by a State is Rs 5 


^^Report of the Sixth Finance Commission, p. 68. 
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crores and the Finance Comniissioii has recommended a grant on the 
bails V f Rs 3 crores, the Planning Commission would determine 
the Plan grant with refeicnce to onl> the remaining Rs 2 crores — 
unlike ihe earlier situation wheie the State could approach the 
Planning Commission and have a plan grant on the basis of the entire 
amount of Rs 5 crores 

The terms of referente of the Seventh Finance Commission 
dirccicd it to 1 )ok into the leqiineiiicius of States which are back- 
ward in general admmistiation foi upgiading ol Standards in noii- 
dcvcl )pmental sectors and services with a view to bringing them 
to the levels obtaining in inoic advanced Stues The Commission 
chose to confine itself to some unporlantelemcntsinbasicadmuiis- 
tK live inlrastnicturc of government 1 he C ommissu ii believed ^at 
Article 275 did not hai grants ot capital sums Acccrdmglv, the 
Commission reconjinended the sums indicakd in fable 18 5 as 


lAlUl 18.S 


Sl>rClFIC-PURP()Sl GRVNFS MVDt BY lllh StVINHI FINANC J 
COMMlSSItiN 


(In lakhs of Rs) 


Slates 

Towards Rfvmue 

Towards capital 

Total 


r xpt ndit in 

h xpenditun 


XnJhra Piadcsli 

401 77 

1 558 29 

1959 97 

As 1 1 

497 97 

1671 10 

2171 06 

Bib 

1675 41 

2626 10 

6101 71 

Himichal Pradtsh 

561 02 

212 80 

773 82 

1 imrnu and Kashmir 

855 02 

<72 80 

1827 82 

Kt ill 

28 

89 10 

417.66 

M. dl \a Pradesh 

5273 88 

1083 95 

6157 81 

M pipur 

91 57 

903 80 

995 17 

Afcchilava 


486 00 

486 00 

Nap ilind 

50 00 

38100 

433 00 

Orissi 

2525 64 

700 25 

3225 89 

Rdidsthan 

1252 41 

677 05 

1929.46 

Sikl im 


65.00 

65.CO 

I amil Nidu 

M06 04 

1614 60 

2720 64 

1 1 ipiira 

117 51 

223.36 

360 86 

lJ»t ir Pradesh 

8^21 5S 

2878 20 

11201 78 

Wlsi Bengal 

y 26 

2091 0 

2451 56 

Total 

25140 65 

18538 80 

43679 45 
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specific*purpose grants, subject to the implementation and monitor- 
ing of the schemes in the manner indicated b> the Commission, 
for upgrading the standard of administration in the following non- 
developmental services: 

(i) Judicial administration; 

(n) Revenue, district and tribal administration: 

(///) Police administration; 

(/v) Jail administration; 

(r) Stamps, registration and treasury admimstiation. 

General Purpose Grants 

Coming to the general purpose grants which are meant to help the 
States in closing their budgetary deficits, the first step adopted is the 
re-estimation of the budgetary forecasts of the States. This re-estima- 
tion for determining budgetary needs was siippleir.cnted by the First 
Finance Commission b\ the following additional criteria, i/r., tax 
effort, economy in expenditure, slandaid of S( cial services, special 
obligations and broad purposes of national importance. Howevei. 
these additional criteria are not easy to quanlif\ or even perceise 
in many cases. Thus a lower per capita tax revenue ma> be the 
result of general poserty of the people or lesser inequalities of 
income distributiem. As set no reliable method has been dis- 
covered to estimate the taxiihle capacity of any region or a counlrv. 
Any Judgement regarding whether a State has put in adequate tvix 
effort or not would, by its ver\ nature, remain a little vague and 
arbitrary, especially because the tax effort which a State can put in 
does n n depend upon ec momic factors only. Various political, social 
and other factors come in. Similarly, Iheic is no clear-cut I asis of 
judging the existence or absence of the economy in public expendi- 
ture, though of course, n ^ State Government should come to the 
conclusion that all its deficits, arising on whatever account, are to 
be met by the Government of India without any questions. 

The First Finance Commission recommended the grants after 
taking into account the essential budgetary deficits, inclusisc of the 
estimated receipts from sharing of income tax and Union excise 
duties as also the additional burden which some c»f the States had to 
bear on account of Partition of the country. It made an effort to 
ensure that the normal budgetary gaps of the States were met with 
and a reasonable margin for further expansion was also left. The 
annual grants recommended to various States by the First Finance 
Commission were the following: 

Assam Rs 100 lakhs; Mysore Rs 40 lakhs; Orissa Rs 75 lakhs; 
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Punjab Rs 125 lakhs; Saurashtra Rs 40 lakhs; Travancore-Cochin 
Rs 45 lakhs and West Bengal Rs 80 lakhs. The remaining States, 
according to the Commission were not in need of any grants-in-aid 
of revenues. Thus, the general purpose grants recommended were of 
Rs 5.05 crores p.a. and the specific purpo-^e grants for development 
of primary education varied from Rs 1.50 ci ores in 1953-54 to Rs 
3.00 crores in 19^6-57. 

The Second Finance Commission, as stated earlier, did not make 
any specific purpose grants. But it took a more explicit note of the 
extra economic needs of the States arising out of the Plan acti\ities. 
It interpreted the fiscal needs of a Stale in a comprehensive sense 
and maintained that the budgetary gap left after revenues from 
various sources including tax-sharing sh niUl be met by grants. In 
other words, grants were not to be a necessarv part of the rescirces 
of a State but only a residuary item. But on account of the fact that 
the requirements of the Stites were increasing much faster than the 
resources available to them, the grants rccomniendcd were far bigger 
in comparison with what had been the case under the First Finance 
C^iiniiiJ^sJon The Second Commission also did not recommend 
grants for every State. Bombay, Madias and Uttar PradcMi were 
excluded and the eleven Slates got grants totdiing Rs 187.75 crores 
for the five-year period (1957-58 to 1961-62). The shares of indivi- 
dual Stitcs were as follows- Andhra Pradesh Rs 20.00 crores; As«am 
Rs 20.25 crores; Bihar Rs 19.00 crores; Kerala Rs 8.25 crores; 
Madhya Pradesh Rs 15.00 crores; Mysore Rs 30.00 crores; Ori^'^a Rs 
16 75 crores; Punjab Rs 1 1.25 crores; Rajasthan Rs 12.50 crores. West 
Bengal Rs 19.25 crores; Jammu & Kashmir Rs 15.00 crorc- Total 
Rs 187.75 crores. 

The Third Finance Commission maintained tnat though in pin ciplc 
it was correct to give due weightage to tax effori, financial priu’cnce 
and level ot efficiency of State administration, such a sludv could 
not be undertaken with the resources at the disposal of the Commis- 
sion. It, however, as noted above, made special purpose grants to 10 
States for the development of communications. These grants amount- 
ed to nearly 20% of the duty on motor spirit which had been left cut 
of the duties to be shared with the States and maintained tba^ the 
grants-in-aid should cover 75% of the re\enuc component ot their five 
year Plans — a recommendation which was not acceptable to the 
Government of India on varu is grounds. The Plan is a flexible 
thing and subject to an annual review by the Planning Commission. 
It was considered preferable that the grants related to Plan be deter- 
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mined on the recommendations of the Planning Commission only. In 
the final analysis, in addition to the earlier mentioned specific- 
purpose grants for the development of communications, the annual 
grants-in-aid of the revenue of the States were: 

Andhra Pradesh Rs 1 2.00 crores: Assam Rs 9.00 crores; B'har 
Rs 8.00 crores; Gujarat Rs 9.50 crores; Jammu and Kashmir Rs 3.25 
crores; Kerala Rs 8.50 crores; Madhva Pradesh Rs 6.25 crores; 
Madras Rs 8.00 crores; Mysore Rs 7.75 crores; Orissa Rs 16.00 
crores; Punjab Rs 2.75 crores; Rajasthan Rs 8.75 crores; Uttar 
Pradesh Rs 2.00 crores; and West Bengal Rs 8.50 crores. Maharashtra 
did not ge any granl-in-aid of revenue. In addition to the above, 
under substantive provisos <'f Article 275(1) the following additional 
grants were made; Andhra Pradesh Rs 0.50 crorc; Assam Rs 0.75 
crore; Bihar Rs 0-75 crorc; Gujarat Rs 1.00 crore; Jammu and 
Kashmir Rs 0.50 crore; Kerala Rs 0.75 crore; Madh>a Piadcsh Rs 
1.75 crores; Mysore Rs 0.50 crore; Orissa Rs 1.75 crores and 
Rajasthan Rs 0.75 crore. 

The Fourth Finance Commission took the view that without an 
effective supervision to ensure that the specific-purpose grants were 
used for the purposes they were made, such grants could not have a 
meaningful place in the transfer. However, the Fourth Commission 
also took a note of even those expenditure needs of the States which 
were not specifically mentioned in their terms of reference, such as 
the expenditure on account of servicing the State debt. Keeping in 
view the expenditure requirements and the possibilities of economy 
of expenditure they found that six States, viz., Bihar, Gujarat, Maha- 
rashtra, Punjab, Uttar Pradesh and West Bengal would be having a 
revenue surplus and did not recommend grants for them. The 
remaining 10 States were recommended grants aggregating to Rs 
121.89 crores p.a. distributed as follows: 

Andhra Pradesh Rs 7.22 crores; Assam Rs 16.52 crores; Jammu 
and Kashmir Rs 6.57 crores; Kerala Rs 20.82 crores; Nagaland 
Rs 7.07 crores; Madras Rs 6.84 crores; Mysore Rs 1 8.24 crores; 
Madhya Pradesh Rs 2.70 crores; Orissa Rs 29.18 crores; Rajasthan 
■Rs 6.73 crores. 

The Fifth Finance Commission, like the Fourth Commission, also 
did not favour making any specific-purpose grants. Its terms of re- 
ference specifically excluded any recommendations for Plan grants, 
but it did include a consideration of the States’ needs on revenue 
account, the interest charges in respect of their debt and the mainte- 
nance and upkeep of Plan schemes completed by the end of 1968-69 
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(when a project is completed, its recurring expenditure is transferred 
to revenue account). The terms of reference also required the Com- 
mission to con'^ider, while recommending grants, the question of 
fiscal management so that wasteful expenditure could be avoided 
consistent with efficiency in administrative, maintenance, and develop- 
mental activities of the State. The Commission estimated the amorti- 
sation requirements for all the States at Rs 5966 crores. In addition, 
it noted the special problems faced by the States of Assam, Jammu 
and Kashmir and Nagaland and recommended bigger grants for them. 
It recommended grants for 10 StatC'* while seven States were left out 
on account of the fact that they were expected to have a surplus on 
revenue account. (We should remember that grants-in-aid on capital 
account were not within the competence of this Finance Commission). 
The eighth State, Mysore, was also expected to have a small surplus^ 
but devolutions of taxes and grants to this ^tate were comir.g to be 
less under the Fifth Finance Commission’s recommendations com- 
part'd with what it go^ under the recommendations of the Fourth 
Commission. On this basis, Mysore was given a grant though of a 
comparatively smaller amount. Tnc total grants, for five years, 
recommended to the ten States were as follows. 

Andhra Pradesh Rs 65.01 crores: Assam Rs 101.97 crores; Jammu 
and Kashmir Rs 73.68 crores; Kerala Rs 49.67 crores; Mysore 
Rs 17.99 crores; Nagaland Rs 77.95 crores; Orissa Rs 104.67 crores; 
Rajasthan Rs 51.49 crores; Tamil Nadu Rs 22.82 crorc^; West 
Bengal Rs 72.62 crores; Total Rs 637.85 crores. 

The terms of reference of the Sixth Finance Commission e ijomed 
it to keep in mind the Central assistance for financing St.»te Plans 
while recommending revenue grants. Furthcrniv re, since the States 
had been pointing out their difficulties in maintenance of their capital 
assets in view of inadequate resources, the Commission was asked to 
take note of the expenditure arising out of the maintenance and up- 
keep of capital assets and maintenance of Plan schemes completed 
by the end of 1973-74. At the same time, other important items 
bearing on their expenditure commitments like the interest charges in 
respect of their debt, the requirements of certain States where there 
was a need to upgrade the general administration to bring it to the 
level of the administration in more advanced States in a peiiod of 
10 years were to be taken into account. It was also asked lo make a 
general review of the debt position of the States with paiticular refe- 
rence to the Central loans. Fuithcrmore, in addition to the revenue 
resources available to the States from various sources the Commission 
was al^ to think of the possible economy in expenditure which was 
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possible without sacrificing efficiency. The Plan grants and llic grants 
to be made under the provisions of Article 275(1) (referring to special 
grants for the Slates having tribal areas) v\ere kept out of its 
purview. 

The Sixth Finance Commission approached the whole question 
from the viewpoint of reducing the legional disparities as much as 
possible and this appreach v\as cleaily stated and emphasised by it. 
One result of this was ihe reopening of the question ol specific-pur- 
pose grants. For this purpose, it identified certain administi alive and 
social services like primary education, medical and public licalth and 
welfare of Scheduled fiil^es and Scheduled Castes and back vvaid 
areas, to be of crucial importance and proposed that in a matter 
of five \cars, the standard ol these services in the backwaid Stales 
should come up to the national average. But like the earlier Commis- 
sion, it was also seized < f the problem ol adequate supervision by 
the Central Government ti) ensure that the funds of the giants made 
were not diverted to 1 ther uses. Accoidingi}, it oid not make any 
^jpecific-purpose grant. In tead, it suggested that the States should not 
be able to get Plan grants from the Centre against those expenditures 
which the Finance ComniHsion had taken into account while rccom- 
mending grants for specific purposes. The Sixth hmance Commission 
recommended grants-in-aid of revenue to 14 States (totals foi five 
years 1974-75 to 1978-79) as loliows: 

Andhra Pradesh Ks 205.93 crores; Assam Rs 245.53 crores; Bihar 
Rs 106.28 crores; Himachal Pradesh Rs 160.96 crores, Jammu and 
Kashmir Rs 173.49 crores; Kerala Rs 208.93 crores; Manipur 
Rs 114.53 crores; Meghalava Rs 74.76 crores; Nagaland Rs 128.84 
crores; Orissa Rs 304,73 crores; Rajasthan Rs 230.53 crores; Tripura 
Rs 112.50 crores; Uttar Pradesh Rs 198.83 crores; West Bengal 
Rs 234.86 crores; Total Rs 2509.61 crores. 

The terms of reference of the Seventh Finance Commission were 
on the same line as those of the Sixth Finance Commission The 
Seventh Commis:,ion was indirectly asked to lock into the non- 
capital needs of States b> examining the maintenance cost of their 
capita! assets. It was also asked to take into account the requirements 
of backward States for the purposes of upgrading standards of their 
administration in non-developmenla^ sectors and services. To this 
end the Commission, as wc have noted, made special-purpose grants. 

Unlike the previous Commissions, this commission puts the Cen- 
tral Government forecasts also to a scrutiny which resulted in an 
overall improvement of Rs 4626 crores in the five-year period 1979- 
84. The Commission also adopted the approach ‘‘that the grants-in- 
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aid element in the tK’.nsfer scheme should as far as possible be a 
residual item and the attempt should be to make the bulk of the 
transfers through tax shares This way, the States were able to 
share the benefits of buoyancy in the tax receipts of the Central 
Government and additional taxes raised by it. The Commission dis- 
cussed the general principles which should govern determination of 
grants-in-aid of revenues of States. It took into account the tax 
effort of States and returns from their public undertakings at the 
stage of scrutiny of Stale fo.eca^'ts, while according to one view the 
Commission should have considered these factors at the time of 
determining the amounts of grants by varying them in line with 
fiscal performance of individual Stales. Again, as usual, the Com- 
mission did not take into account the revenue of local bodies and 
their efforts to raise resources. It took prohibition as a national 
policy and recommended grants from the Centre to States to cover 
losses of excise revenue. It also recommended th?t net interest liabi- 
lity ^*'V()lving on the States on account of their fresh borrowings 
and lendings should be made good by additional grants. The above- 
mentioned approach left eight States with gaps on the revenue 
account and the Commission recommended that a total of Rs 
1173.12 crores of grants-in-aid be given to Stales as shown in 
Tabic 18.6. 

General Comments on Grants-in-Aid 

An important limitation of the system of making grants has been 
that every Finance Commission has tried to estimate and meet the 

TABLE 18.6 


Granis-in-Aii) ro Staiis in 1979-84 as rfcommended by the 
Si viNiJi Financ i Commission 

(Rs in crores) 


Slates 


/9fS()-ciJ 

/9.S’/-»2 


1983-84 

Total 

ilimdchal Eiadc'ih 

37.60 

40 54 

41.63 

43.00 

44.30 

207.07 

J.imtim and Ka^ljinir 

41.06 

40 82 

39.20 

39.40 

39.08 

199.56 

Manipur 

26.19 


29 27 

.30.76 

32.10 

146.32 

Meghalaya 

16.97 

n.ei 

18.44 

19.48 

20.05 

92.61 

Ncgaland 

.18.29 

41 34 

43 65 

46.48 

48.59 

218.35 


41.55 

37. /4 

29 03 

19.16 

9.44 

136.92 

Sikkim 

6.32 

6.70 

7.11 

7.54 

8.05 

35.72 

Fi ipuia 

24.36 

25.75 

27.29 

28.85 

30.32 

136.57 

Total 

232.34 

238,56 

235.62 

234.67 

231.93 

1173.12 


•Repor; of the Seventh Finance Commission, Chapter IX, para 19. 
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budgetary gap on revenue account of the States. The estimates oi 
revenue and expenditure provided by a State are scrutinized for 
obvious under or over-estimates for the purpose of standard isation» 
and the deficits or surpluses arrived at after taking into account the 
devolution of resources on account of tax-sharing. The philosophy is 
that the budgetary gap so arrived at is to be filled irrespective of the 
reasons for which it has arisen. However, it is obvious that a budge- 
tary surplus or deficit is not simply a reflection of a State’s needs 
in comparison with its resources. It is equally a result of financial 
prudence and an effort to mobilize tax revenues. A Slate which per- 
forms better than others on these two accounts loses in their com- 
parison because its budgetaiy gap narrows down or vanishes. On the 
other hand, a State which shows less enthusiasm or concern for rais- 
ing additional resources or avoiding wasteful expenditure automati- 
cally qualilie'» for bigger grants under this approach. 

Even though the First Finance Commission realized that tax eftbrt 
should be given a due weight in determining the giants for a Slate, 
this factor remained practically unaccounted for. In practice, the 
Slates which did show a bcttei tax effort, wcie given smaller grants, 
and this fact remained established irrespective of the fact that la\ 
effort cannot be measiir<'d very accuratclv on account of the non- 
measurability of taxable capacit> Actually, the Second Finance Com- 
mission just discarded the tax criterion totally It obseived ‘’In our 
assessment of tax effort vve have assumed that if a State raised 
additional revenue which it has promised for the Plan, it wi’l have 
done its part.”*^ The Third Finance Commission also refused to con- 
sider the tax effort because in its view the tax effort was iatimalcly 
connected with the taxable capacity which it was not in a position to 
measure. The Fourth Finance Commission paid a lip service to the 
tax effort but maintained that the tax effort was related to the financ- 
ing of the Plan expenditure only and was therefore, out of its pur- 
view. The Fifth Finance Commission, however, made an attempt to 
estimate the tax effoit of each Stale b_v relating the incidence of tctal 
State tax to the per capita income. The Fifth Finance Commission 
was not asked to consider Plan expenditure in determining the grants. 
But for the remaining portion even il followed the same approach, 
namely, meeting the budgetarv deficits. The approach of the Sixth 
Finance Commission has also been the same. It argued that reality 
of the situation did not favour the adoption of tax effort as a ca^c- 

“Report of the Second Finance Commission. 1957, p. 64. 
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rion for grants. Such an approach was bound to “place at a dis- 
advantage some of the States faced with big gaps on. non-Plan reve- 
nue accounts. To leave such gaps uncovered on the ground of their 
tax performance, however defensible on theoretical considerations^ 
would jeopardise maintenance of essential administrative and social 
services for want of adequate resources.”^* 

Another observation that we can make in this connection is that 
the resources transferred on the recommendations of tlie Finance 
Commission form a smaller portion of the total as compared with 
the resources transferred through other channels. The Third, Fourth 
and Fifth Finance Commissions were barred from considering the 
non-capital gap of Stales for recommending grants-in-aid. Grants 
under provisos of Clause (1) of Article 275 have been kept out of 
the purview of the Finance Commission. Similarly, the discretionary 
grants for Plan and non-Plan purposes like the relief against natural 
calamities are handled directly by the Planning Commission or the 
Central Ministries concerned. To put it differently, the Finance 


TABLE 18.7 

ReSOURCPS TRANsrERRFO FROM THE CENTRAL GOVERNMENT TO THE 
State Governments 


(Rs in crores) 


Resources transferred 


Period 

through 


Other 

Total 


Finance 

Planning 

transfers 



Commission Commission 



1951-52 to 1955-56 

447 

880 

104 

1431 

1956-57 to 1960-61 

918 

1058 

892 

2868 

1961-62 to 1965-66 

1590 

2738 

1272 

5600 

1966-67 to 1968-69 

1782 

1917 

1648 

5347 

1969-70 to 1973-74 

5421 

4731 

4949 

15101 

1974-75 (o 1978-79 

10994 

10051 

4119 

25164 

1979-80 to (B. E ) 

3759 

3558 

747 

7659 

Grand Total 

24911 

24933 

13731 

’8064 


Source: Report of the Seventh Finance Commission and RBI Bulletin for 
September, 1979. 

^•Report of the Sixth Finance Commission, 1974, p. 52. 
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Commission’s role has been quite a limited one, especially in view 
of the fact that due to economic and social developments, the trans- 
fer of resources without reference to the Finance Commission are 
far larger than the resources transferred on the recommendationr of 
the Finance Commission. It is partly on account of this fact that 
the States have become highly indebted to the Centre and debt 
figures have increased rather phenomenally. Table 18.7 will indicate 
the relative amounts of resources transferred from the Centre to the 
States under the recommendations of the Finance Commission and 
otherwise. It is seen that the resources transferred through the 
Finance Commission aie less than 40% of the total resources trans- 
ferred. 

Furthermore, the limited sphere over which the Finance Commis- 
sion can operate has made its task far le^s effective m its own t'ght. 
The fact that the grants and loan transfers made by the Centre 
under its discretionary powers have been very large make them both 
a source of strength and weakness to the system of resource trans- 
fers. On the side of weakness, it may be stated that the States lose 
quite a good deal of financial autonomy through such transfers. 
These loans and grants are mostly conditional and sometIme^ arc 
given on the basis of matching contributions by the Stales. As a 
result, the schemes for which the<-c transfers arc made are closely 
scrutinized by the Centre or the Planning Commission It is claimed 
that the Central Government may not be able to judge the local 
priorities of various schemes, and therefore some such schemes may 
also be chosen which should be occupying a low priority. All these 
arguments lead to the suggestion that so far as possible, the States 
should be able to get larger resources through tax-sharing and sta- 
tutory grants rather than through discretionary loans and grants. 
However, the strength of this system of resource transfei is that 
through the close scrutiny which it provides, it is possible for the 
Centre to keep the States near the national priorities and objectives 
than would otherwise be the case. 

It is under this flexibility, for example, that the Central Govern- 
ment could provide in the past years important non-Plan grants to 
the States for improvement of roads, rehabilitations of displaced per- 
sons and as r n incentive for higher procurement of foodgrains etc. 
We have other examples also. Need for adjustment is also found 
frequently in relation to the State Plan schemes financed with IDA/ 
World Bank assistance. These agencies insist on incurring certain 
order of outlay within a specified period, thereby imposing an 
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additional burden on State budgets in the plan period whereas the 
external assistance accrues to the Central budget. Accordingly it 
was decided in 1975-76 to provide to the States an extra assistance 
in respect of the State Plan projects assisted by IDA/World Bank. 
The remainuig amount of Central assistance is being currently 
allocated on the basis of lump sum allocations for some States and 
in accordance with the Gadgil formula for the remaining ones. 

The States, it is alleged, have tried to get advantage of the division 
ot responsibility between the Finance Con.mission and the Planning 
Commission to secure much larger Central assistance without com- 
mensurate tax efforts on their part. They would plead with the Plan- 
ning Commission for larger-sized Plans under the promise of larger 
resource-raising effort. The Finance Commission would look at the 
situation in terms of a gap between the need and the corresponding 
revenue which the States should raise (or mostly, were raising). In any 
case, the States would emphasize the lower revenue potential of their 
re'Oii'-'cc vis-a-vis that of the Centre. This practice on the part of the 
States, therefore, obviously pointed towards a need for assessing the 
revenue potential of the States and their corresponding tax effort. The 
Planning Commission accordingly started making these estimates and 
suggesting to the States the desirability of the needed resource effort. 
These estimating methods are being improved and the Planning Com- 
mission has also adopted an incentive scheme under which 10% of the 
Flan assistance is assigned to those States whose tax efforts are above 
the expected level. 

In this connection, there has been a differenc** of opinion, therefore, 
as to whether such a division of functions regarding the resource 
transfers from the Centre to the States is a desiraole one, or whether 
there should be only one agency which should make the recommenda- 
tions about all the transfers. In the earlier years of planning era, there 
was a certain extent of confusion also as to the relative jurisdiction of 
the Finance and Planning Commissions in recommending the grants, 
and this led to a division within the membership of the Third Finance 
Commission. The members other than the Member Secretary held 
the view that the Finance Commission was competent to recommend 
grants to the States to cover not only their non-Plan oxpendituie, but 
also the Plan expenditure. Accorc gly, they recommended grants to 
cover, in addition to the non-Plan revenue expenditure, 75% of the 
revenue expenditure on Third Plan also. The Member Secret iry, 
however, maintained that the grants given by the Planning Commis- 
sion were conditional and tied to certain projects and programmes 
and providedi an ‘effective coordination of the States.Plans/ especially 
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because these grants were subject to annual review. The Government 
of India accepted the Member Secretary’s view point. Now the terms 
of reference of the Finance Commission specifically limit its grant 
recommending functions to only Article 275 excluding the provisos 
to Clause (1) of that Article. 

The way our system of resource transfers from the Centre to 
States has worked is not entirely satisfactory. Some comments in 
this connection will be found in the Chapter on State Finances. The 
Seventh Finance Commission tried to remedy some of these defects. 
The earlier Finance Commissions used to underestimate the 
resource gaps of the States, but would fill the gap so underestimated 
through grants-in-aid without adjusting the grant amounts for fiscal 
prudence and resource mobilisation by States. The Commissions 
would allow only those expenses which were ‘firmly committed’ in 
the sense that orders for them had been actually issued. No con- 
sideration was given to the desirability or otherwise of these expenses. 
The States, therefore, got into the habit of running into these 
‘committed’ expenses to the extent possible before the Commission 
was to submit its report. The Seventh Finance Commission tried to 
remedy this situation by choosing a bench-mark date (1 January 
1977) with reference to which the commuted expenses were to be 
allowed. However, this approach also failed to account for the 
desirability or otherwise of the expenditure items undci considera- 
tion. The Seventh Finance Commission, however, was alive to 
reality in numerous ways. The earlier Finant* Commissions were 
subjecting only State forecasts to an itemwise scrutiny and accepting 
the forecasts of the Union Finance Ministry as submitted. The 
Seventh Finance Commission subjected the resource forecasts of the 
Centre also to a scrutiny and found that resource availability had 
been underestimated by Rs 4626 crores for the period 1979-84. 
Similarly, the Commission tried to enhance the element of tax 
transfers in the total scheme of transfers. It accordingly increased 
the share of States in the proceeds of Union excise duties from 20% 
to 40%. The proceeds of the duty on generation of electricity were 
also assigned to States. The Commission tried to leave some surplus 
with States in the overall scheme of transfers. 

However, it should be remembered that our Centre-State financial 
relations can work more satisfactorily only if both the Centre and 
States realise their responsibilities. The States must try to practise 
utmost finan..ial discipline and raise resources. Thb Centre, on its 
part, should ensure that it is considerate to fiscal needs of the States. 
In the overall scheme of things, the indebtedness of States to the 
Centire must be reduced and transfers from the Centre to States for 
unproductive purposes must be in the form of grants rather than 
loans. 
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In this chapter, we will not go into abstract theoretical questions 
connected with public debt such as the relative merits of financing 
public activities through debt or taxation and the like. Such questions 
have already been discussed earlier in a chapter. Here we shall con- 
fine ourselves to the nature, structure, and problems of the Indian 
public debt and the related issues. Though public debt can be defined 
broadly or narrowly depending upon the analytical purpose in hand, 
we shall not confine ourselves to any narrow definition here. Instead 
we shall look into broad categories of obligations of both the Central 
and State Governments and pick up the issue‘s related to them for a 
brief discussion. 

Debt Obligations of the Government of India 

Let us begin by looking into the types of obligations of the Govern- 
ment of India. Let us first divide them into two parts -internal and 
external obligations External debt refeis to loans raised outside India. 
Such loans may be payable in foreign currencies or in Indian 
rupees together with such interest and other terms and conditions as 
ma> be attached to these loans. In practice, it is possible that a part 
of these loans may come to be owned by Indian citizens themselves, 
but we shall ignore this possibility, as it is not very likely to occur, 
and because our external loans arc almost exclusively from govern- 
ments and institutions. Internal loans, suniiarly, may better be 
described as the ones raised in India. They are payable in rupees. 
Though here also it is possible that a part of :>uch loans may be owned 
by foreigners, we shall ignore this possibility, especially since its 
actual incidence is very low. 

Government of India can borrow, under Article 292 of the Cons?l- 
tution, upon the security of the Consolidated Fund of India within 
such limits, if any, as may be fixed by Parliament from time to time. 
Actually no such statutory limit has yet been fixed. The question of 
prescribing such limits has been engaging the altention of some 
thinkers, especially those who ate not sure about the self-imposed 
financial discipline of the Government. The question was specifically 
raised by the Estimates Committee in their 20th Report, and by the 
Public Accounts Committee in their Report of April 1965. The 
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Committee appreciated the hesitancy and reluctance on the part of 
the Ministry of Finance in regard to fixing a limit by Parliament on 
public borrowings by the Government. But it still emphasised that the 
matter be reviewed every five years. As pointed out above, the desire 
to impose such a restriction upon the executive authority stems from 
the fear that the authorities would not observe strict financial 
discipline. But we must remember the other side of the picture also. 
Any statutory limit would spell an undue restriction upon the 
manoeuvrability of the authorities especially in view of an all round 
uncertainty which they face with regard to budgetary outcome and 
market circumstances. The position regarding external loans is always 
far more fluid since it equally depends upon international political 
situation. Under such circumstances, probably, it is best to have only 
indirect control by Parliament through discussions and debates. 
Accordingly the Ministry of Finance maintained that “in all circum- 
stances the Government is satisfied that no real advantage would be 
secured by prescribing statutory limits on government borrowings 

Before discussing the nature and structure of internal debt obliga- 
tions of the Government of India, it will be helpful if we look into 
the mechanism by which currency is issued by the authorities to the 
public. In India, one-rupee notes and coins and coins of smaller 
denominations are minted and printed by the Government of India. 
They are, however, issued to the public only through the agency of 
the Reserve Bank of India. The Government of India ‘sells' its notes 
and coins to the Reserve Bank which becombs indebted to the 
Government to an equivalent amount Similarly, the Government 
may sell its obligations (Treasury Bills and other securities) to the 
Reserve Bank in which case again the Bank will credit the Govern- 
ment accounts with the requisite amounts. When the Government 
spends out of these accounts, the Reserve Bank issues currencj to 
the public (Government of India notes and coins and its ow n notes 
which arc its obligations to pay to the holder of such no'es) It mu»t 
be noted that the ultimate obligation of the Reserve Bank of India 
is in terms of the Government of India notes and coins, and the 
Government’s own non-currency obligations also run in terms of 
paying in its own currency and coins. Actually the Government of 
India can just print more currency notes and thus add to its 
capacity to meet other obligations, since accordini^ to the Union 

■f 

*Ninth Report of the Public Accounte Committee, Third l^k Sabha, cited m 
the Report of PuMc Accounts Committees, 1964^65, New^Delbi, Lok Sabha 
Secretariat. April 1965, p. 8. 
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List, currency and mint is a function reserved for the Central Govern- 
ment. 

The Non-Currency Obligations of the Government of India may be 
divided into the following parts* 

1 . External Debt. Firstly, we have the category of External Debt 
which is the debt raised outside India. Under our Constitution, only 
the Central Government (and not the State Governments) can raise 
external loans. If foreign loans are meant for certain projects wi thin 
the purview of a State Government, the Central Government gets 
those loans and relends them to the State. As a result, the State 
Government becomes a debtor to the Central Government which in 
turn becomes a debtor to the foreign lenders. Total external debt was 
Rs 32.03 crores at the end of 1950-51 and was budgeted to be Rs 
10608 crores by the end of March 1981. 

2. Internal Debt. Officially, the four categories enumerated below 
are collectively called the Internal Debt. This « ay, the loan categories 
‘Small Savings Schemes,’ ‘Other Unfunded Debt’ and ‘Reserve Funds 
and Deposits’ are excluded from the definition of internal debt. 
Theoretically, of course, all loans raised within the country or own- 
ed by the Indians should be termed the internal debt. 

(I) Market Loan^. They may better be called dated loans, or 
funded loans, though they were once referred to as Permanent Loans. 
These loans have a maturity of 12 months or more at the time of 
issue The term funded loans is generally used when shorter-term 
obligations (such as treasury bills) are replaced by these longer 
maturity loans. For example, the Government of India has often 
‘funded’ its treisury bills into longer-term loans. These market loans 
are generally interest-bearing — excvpt when their ^ate of repayment 
(or redemption) has arrived and the creditors <re yet to come and 
collect their payments. This fact appears in the form of “Current 
Loans in Course of Repayment.’’ Maturity- wise, these loans maybe 
divided into two parts — non-terminable and terminable. Non-termina- 
ble loans, by definition, do not have any maturity date. The Govern- 
ment is not under obligation to pay the principle of these loans; it 
only pays the periodic coupon (or interest amount) that is falling due. 
In India, there are two such non-terminable loans. Tiie first one was 
issued in 1896-97 and is called “3% Noi. ‘“trainable Loan 1 8^.. -97“ 
and has a face value of about Rs 8.93 crores. The second one is “3% 
Conversion Loan 1986 or Later.’’ It was created in 1946 and has a 
face value of about Rs 248.92 crores. Other dated loans have a 
maturity ranging from »ec to thirty years at the time of issue. It is 
also obvious that the terra to maturity of a terminable loan slides 
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towards zero with the passage of time. The Government has not only 
‘funded’ treasury bills of varying amounts into ‘permanent Joans,’ it 
has also Jjeen issuing additional tranches of the existing loans. 
Almost all these loans are marketable, though additional tranches of 
some loans were issued in favour of the Reserve Bank on a non- 
marketable basis. Also the Government of India took over some loan 
obligations of the erstwhile Hyderabad and Bhopal Governments 
which were not put in the marketable category. 

(2) Floating Debt. The second main category of the ‘internal debt’ 
obligations may be termed floating debt. It, in turn, may consist of 
several component elements. 

(o) Ways and Means Advances. These arc short-term credits from 
the Reserve Bank of India meant for meeting temporary requirements 
of finance. Since 1 943, however, the Government has not availed of 
this facility. 

(b) Treasury Deposit Receipts. They were introduced on 1 5 Octo- 
ber 1948 and were meant to meet the short-term financial require- 
ments of the Government and to mop up the excess liquidity with the 
commercial banks. The Receipts carried a low rate of interest and 
were issued only to the commercial banks for maturities of six, nine 
and twelve months. These receipts were not discountable, but could 
be pre-encashed. They arc now an extinct species; the last of them was 
seen in the mid-fifties. Their amount, however, was quite insignificant. 
At cnd-March 1951, for example, the outstanding Treasury Deposit 
Receipts were of the value of Rs 6.73 crores only. 

(c) Treasury Fills. Currently floating debt exists only in the form of 
Treasury bills. They have a maturity of 13 weeks and arc issued 
every Friday. They are issued at a discount and redeemed at par. 
Though at the end of March 1951 outstanding treasury bills were of 
the value of Rs 358.02 crores only, by cnd-March 1981, they were 
expected to increase to Rs 11242 crores. They arc an important 
means of financing the budgetary deficit of the Government of India. 

(3) Special Floating Loans. They comprise the non-negotiable, non- 
interest bearing securities issued to meet our obligations to interna- 
tional financial institutions like International Monetary Fund, the 
International Bank for Reconstruction and Development, Intcrna- 
tionul Development Association and Asian Development Bank. These 
loans were budgeted to have the value of Rs 2189 Crores at the end 
of March 1981 and included non-negotiable non-interest bearing 
rupee securities for IMF (equivalent SDR of 1411.6m), for IBRD 
(equivalent of $101,997m) and for Asian Development Bank 
(equivalent of S58.82m). 
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(4) Other Obligations. There are primarily the Compensation Bonds 
outstanding on account of nationalisation of the major commercial 
banks and the Development Bonds and the like. The Compensation 
Bonds have a face value of Rs 102.30 crores. Other kinds of un‘ 
funded debt here would include the Prize Bonds which were loans 
with lottery features. Prize Bonds were first introduced in April 
1960 and were expected to yield Rs 25 crores during the budget period 
1960-61. But these Bonds did not catch popularity. The scheme 
yielded only Rs 15.6 crores in 1960-61 and Rs3.3 crores in 1961-62 
and as a result it was discontinued from 1 July 1962. It was replaced 
by another scheme of Premium Prize Bonds in 1963 with bonds of 
two denominations, namely, Rs 5 and Rs 100. The redemption 
values of the two bonds were fixed at Rs 5.50 and Rs 1 10 respe- 
ctively and the holder was also entitled to prizes on a lottery basis. 
Even this scheme failed. The two prize bond schemes could colle- 
ctively yield only Rs 26.47 crores. 

The sum total of ‘External Debt’ and ‘Internal Debt’ as described 
above I; officially given the name of Public Debt of the Government 
of India. Probably the reason for excluding borrowings in the form 
of small savings, provident funds etc., from the official definition of 
Public Debt is to distinguish between loans ‘raised’ with specified 
dates of payment etc. and loans ‘contracted’ in the process of various 
sovereign rights and duties. 

3. Small Savings. An important form of non-funded debt is the 
small savings. They consist of 15-year Annuity Certificates, Post Office 
Saving Bank Deposits, Cumulative Time Deposits, Recurring Time 
Deposits, 12- Year National Defence Certificates, lO-Ycar Defence 
Deposit Certificates, Treasury Saving Deposit Certificates, National 
Savings Certificates, Fixed Deposit Scheme and the like. The sale of 
3a % Treasury Deposit Certificates was discontinued with effect 
from June 1957 and the sale of 4% Treasury Saving Deposit Certi- 
ficates was discontinued with effect from June 1962. Though small 
savings stood at only Rs 336.87 crores at the end of 1950-51, they 
rose to Rs 6675 crores by March-end 1979 and the figure was expected 
to rise to Rs 7675 crores by end-March 1981. Since small savings 
are considered to be an important source of resource mobilisation 
and a helpful anti-inflationary measure, therefore, various efforts have 
been made to step up the collect, -ns of small savings. The rates of 
interest on various small savings have been raised. The States also 
have a direct interest in promoting the collections of small savings 
because 2/3 of the net small savings collections in each State are 
passed on to them in the form of 25-ycar loans. Furthermore, as an 



394 Public Finance 


incentive for mobilization of collections, for every 5% in excess of 
the national average of net to gross collections, the States are entitled 
to receive 2t% over and above their normal share of 2/3 of the net 
collections. With eifect from 1974-75, the State Governments are also 
entitled to loan assistance equivalent to 25% of the amount collected 
by way of personal collections over and above the target for personal 
collections fixed for that State. 

4. Other Unfanded Debt. The debt obligations of the Govern- 
ment of India also include several other forms of unfunded debt. One 
category here is that of State Provident Funds which started from 
an outstanding amount of Rs 95.05 crores at the end of March 1951 
and weie expected to be Rs 2578 crores by end-Maich 1981. To this 
is now added the Public Provident Fund with an expected amount 
of Rs 213 crores by the end of 1980-81. The Public Provident 
Fund Scheme was framed under the Public Provident Fund Act, 
1968 for the benefit of the general public. Deposits in a Public Pro- 
vident Fund Account are repayable after 15 years from the end of 
the year in which that account is opened. The scheme provides faci- 
lities of loans and withdrawls from deposits made by subscribers. 
The maximum limit of deposits in a year is Rs 20,000 and the mini- 
mum limit is Rs 100. The interest rate charged on loans is only 1% 
p.a. The collections under this Scheme are also shared with the State 
Governments like small savings. Thcie are also other items in ‘other 
unfunded debt’ (like special deposits of Non-Government Provident 
Funds) totalling to Rs 3249 crores at the end of 1980-81 (BE). 

5. Reserve Fun^s and Deposits. These include various Reserve 
Funds pertaining to Posts and Telegraph, Railways and similar other 
items. Over the jears this category has assumed a great importance 
as revealed by the figures in the accompanying table. 

Debt Obligations of tbe State Governments 

Like the Central Government, the State Governments also have a 
variety of debt obligations. The State Governments can borrow 
under Article 293 of the Constitution upon the security of their res- 
pective Consolidated Funds The State legistature may impose a 
limit from time to time within which a State Government can bor- 
row or can give guarantees. A State can borrow only within the 
territory of India. Foreign loans can be contracted only by the 
Government of India. The Article further states that subject to the 
conditions, if any, which Article 292 might be imposing upon the 
Central Government, the Central Government can give loans to a 
State Government from the Consolidated Fund of India or can give 
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guarantees in respect of loans raised by a State. However, if a State 
is indebted to the Central Government, or if a loan guaranteed by 
the Central Government is outstanding, then the State Government 
can raise further loans only subject to such conditions as the Govern- 
ment of India may think fit to impose. Since every State Government 
is indebted to the Central Government, this provision of our Cons- 
titution means that no State can borrow without the permission of 
the Central Government. The Reserve Bank of India acts as the 
banker and agent for the debt operations of the States (as it does for 
the Centra] Government) so far as the market loans are concerned. 
The State Governments have the following main types of debt obli- 
gations in terms of older classification: 

Firstly^ there are the Permanent Loans. These loans are the coun- 
terparts of the permanent or funded marketable loans of the Govern- 
ment of India. Secondly^ there is the Floating Debt which covers 
State Treasury Bills, ways and means advances, and overdrafts from 
the Reserve Bank of India. 77iiW/y, the most important category is 
the loans from the Central Government the servicing of which is 
causing fi lot of hardship to the States We shall look into this prob- 
lem later in this chapter. The State Governments also raise loans 
from the National Agricultural Credit (Long-Term Operations) 
Fund of the Reserve Bank of India, the National Cooperative Deve- 
lopment Corporation and Life Insurance Corporation. Furthermore, 
there is the Unfunded Debt of which a major portion consists of the 
Provident Funds, 

The above mentioned classification has been modified in accord- 
ance with the recommendations of the Second Report of the Team 
on Reforms in the Structure of Budget and Accounts. While in the 
older accounting, a distinction was made betwc’M permanent debt 
and floating debt, such is no longer the case now. The new classic 
has three main categories, namely Internal Debt, Loans and 
Advances from the Central Government, and Provident Funds etc. 

1. Internal Debt. It consists of three portions namely: 

(a) Market Loans and Bonds (>^hich correspond to the old cate- 
gory of permanent loans). Of these, market loans are the dated loans 
raised from the market while ‘Compensation and Other Bonds* 
correspond to old category of ‘Floating Debt* except that from 1973 
onwards, cash credits obtained /repaid during the year from/to State 
Bank of India and other commcrcia. banks arc excluded from here. 

{b) Ways and Means Advances from the Reserve Bank of India, 
corresponds to the item ‘other debt* in the older classification except 
that from 1973 ownards the item includes cash credits obtained/ 
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repaid during the year from/to the State Bank of India and other 
commercial banks which were not included in the item ‘other debt.* 

(c) The third part is the Loans from Banks and other Institutions. 

2. Loans and Advances from the Central Government. This cate- 
gory remains the same as in older classification. 

3. Provident Funds etc. This category in the new classification 
corresponds to the item ‘Unfunded Debt’ in the older classification. 

Indian Public Debt before 1951 

To begin with, India’s public debt was largely the result of war 
expenditure. As a result the Government was under debt of about 
£ 60 m by the time of uprising of 1857. The expenditure to suppress 
this uprising was also added to the public debt and the figure cros- 
sed £ 100 m by 1860. It was only later that the public debt was raised 
for development purposes like the building of railways and irrigation, 
and the debt backed bv income-yielding assets started growing in 
comparison with the dead-weight debt. 

The Indian Government was heavily relying upon debt raised out- 
side India, partly under the belief that the Indian capital market 
was not able to invest sufficient funds in Government loans. As a 
result, at the beginning of the First World War in the 1914, the 
rupee debt of the Government stood at less than Rs 200 crores 
against the sterling debt of over Rs 265 crores. Even at the begin- 
ning of Second World War, in March 1939 sterling debt formed a 
major portion of the Indian public debt — Rs 469.10 crores against 
rupee debt of Rs 709.96 crores. The instrument of treasury bills had 
been introduce<f in 1917 to meet the short-term financial require- 
ments during the First World War. The Second World War brought 
forth an ever-increasing need for the Government to borrow more 
on the home front; and at the same time, enabled it to pay off the 
sterling debt out of the accumulated export surpluses. In order to 
mop off additional liquidity tn the country, and to raise funds for the 
war effort a vigorous campaign was launched which led to an in- 
crease in outstanding internal public debt from Rs 709.96 crores in 
1939 to Rs 1936 crores in 1946. The war-time curbs on consumption 
and investment forced the surplus investible funds into Government 
loans in spite of a low rate of interest offered on them. Further- 
more, this process was helped by the technique of offering a wide 
variety of public debt instruments to the public, and pressurising the 
institutional investors into investing in Government loans. 

The War conditions, however, helped the countiy in paying-ofiF its 
sterling debt which stood at Rs 469.10 crores at the end of March 
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1939 so that at the end of March 1946 it stood at Rs 37.69 crores 
only. There is a disagreement regarding the desirability of exact 
mechanism of repatriation of this debt. The Government was pur- 
chasing its own sterling debt in the open market and some people 
believe that we could save a few million pounds through a better 
planned policy. But irrespective of the merits of this argument, the 
fact and desirability of having repatriated so much of the sterling 
debt cannot be questioned especially in view of the comparatively 
higher rates of interest which we were paying on our sterling debt as 
compared with the interest that we could earn on our sterling balan- 
ces. Another disadvantage mentioned in this repatriation is the 
inflationary pressures that it created in the Indian market. But it 
must be remembered that the war finance and activities were them- 
selves creating inflationary pressures and the necessary steps to check 
them had to be taken by the Government in any case — only now 
they were being taken in a more intensified manner. 

Indian Pnblic Debt since 1951 

Public Debt in India rose rapidly since Independence, but this 
time the major cause for such a rapid increase has been not the war 
requirements, but the need to raise funds for economic development. 
During the period, of course, our international political situation 
has not been very happy and we have had to incur heavy expendi- 
ture for defence purposes also. At the same time, our economy had 
to face large scale inflationary rise in prices leading to an unpreced- 
ented increase in administrative and project costs of the Govern- 
ment. Thus two opposite forces have been at v.ork simultaneously. 
On the one hand, there is the need to raise addihr-nal resources both 
for development purposes and to syphon off excess purchasing power 
from the market; and on the other, the organised money market as 
such has not been able to spare enough of funds for investment in 
government loans due to more than one reasons (such as low rate 
of return on government loans). Asa result we find that the non- 
marketable loans such as small savings, provident funds etc., have 
increased significantly and on the other, the funded marketable 
rupee loans have been mainly absorbed by the Reserve Bank of 
India, the Commercial banks, the Life Insurance Corporation and 
such like institutions only. 

I. Nature and Issues — Central Government Debt 

(1) Reasons for Rapid Growth. We find that since the introduction 
of planning in India, there has been a rapid increase in all kinds of 
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debt obligations of the Central Government. The reasons for such a 
development are not far to seek. The Government is faced with 
tremendous task of pulling the economy on to a rapid rate of econo- 
mic growth for which raising the resources is the first pre-requisite. 
There is a need to build up various social overheads and what is 
called the infra-structure for economic growth. This involves establish- 
ing and developing a variety of industries, sources of raw materials 
and human sklls. it also involves a rapid development of certain 
basic economic an J social facilities like those of transportation, com- 
munications and the like. Efforts at rapid industrialisation imply 
importing capital equipment and machinery which currently cannot 
be produced within the country. At the same time, increasing 
domestic requirements of food and raw materials and an inadequate 
or zero supply of various raw materials necessitate the importing 
of these items also. All told, the developmental efforts spell a large- 
scale import surplus. And to meet this deficit an inflow of external 
resources is needed. To the extent these external resources are obtained 
by way of foreign loans, our external indebtedness increases. 

From Table 19.1 it will be seen that the outstanding external loans 
were only a nominal amount of Rs 32.03 crores at the end of 1950-51, 
but have since been increasing. The rate of growth of the external 
debt was somewhat slow in the beginning, but soon gathered 
momentum. By 1960-61, our external indebtedness stood at Rs 
760.96 crores. The 1960’s were a difficult period for us. Our import 
requirements increased at a fast rate and were supplemented by the 
increasing cost of debt servicing. By the end of the Third Plan, our 
external indebtedness had reached Rs 2590.62 crores. The process 
has continued and as a result the figure stood at Rs 5824.23 crores 
at the end of 1973-74. The estimate for the end of 1979-80 (RE) 
and 1980-81 (BE) are Rs 9899.20 crores and Rs 10607.91 crores 
respectively. 

The external loans have helped our economy in a variety of ways, 
though they have not been an unmixed blessing. They have brought 
certain disadvantages also in their wake. On the benefits side, we may 
mention the availability of various kinds of machinery and equip- 
ment, technical skill and knowhow and our ability to establish and 
develop various new industrial and other projects, t^oreign loans have 
been used for railways, roads, electricity generation, fertilizers, and so 
on. But as stated above, there have been certain disadvantages of these 
loans also. In a number of cases the.'.e loans were tied with our pur- 
chases and installation of machinery conforming to particular techno- 
logies, This has made us dependent upon certain imports while we 
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Debt Liabilities of the Government of India at the end of . 
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had the alternalivc materials available. An example is that of fertili- 
zers. Coal based fertilizers were commercially expensive in the 1960’s 
and wc agreed to have fertilizer plants which used naptha (a petroleum 
product) as the feed stock. This has imposed a heavy recurring import 
bill upon us. It is also claimed that heavy indebtedness to foreign 
countries is a source of economic drain for us as indicated in Table 
19.2. 


TABLE 19.2 

Lxtirnal Drill Sfr vicing 


{Rs in erodes) 



Amortisation 

Interest 

payments 

Total debt 
servicing 

First Plan 

10 5 

13.3 

23 8 

Second Plan 

55 2 

64.2 

119.4 

Third ^lan 

305 6 

237.0 

542.6 

Annual Plans 

606.6 

^75 9 

982.5 

Fourth Plan 
Fifth Plan 

1584.2 

S60 8 

2445 0 

1974-78 

1941 7 

946 6 

2888 3 

1978-79 

609.1 

290.6 

899.7 

1979-80 

408.78 

233.32 

642.10 

1980-81 

410.40 

230.54 

640 94 


Source' Fconomic Survey, 1978-79, and Bxplanatoiy Memorandum on the 
Central Government Budget foi 1980-81 


Starting from a figure of Rs 23.8 chores as extciii.»l servicing for the 
entire First Plan period, the figure for the Sccoi I Plan, Third Plan, 
Annual Plans and Fouith Plan periods rose to respectively Rs 119.4 
crores, Rs 542.6 crores, Rs 982.5 crores and Rs 2445.0 crores. The 
amount for the Fifth Plan was Rs 2888.3 crores and Rs 640.94 crores 
for the single year 1980-81 (BE). Such a heavy drain on account 
of external debt servicing reduces our economic manoeuvrabilit>. 
With increasing import bill for petroleum products and a worldwide 
inllation, the situation is likely to woisen. It would be very helpful 
if through various measures we could reduce or eliminate our foreign 
indebtedness. As it is, our impc'rt requnements are m the increase. 
It is therefore ncccssars to develop and add to our export earnings 
if wc want a relief on the front of foreign indebtedness. 

Coming to the internal loans, we note that the Government needs 
huge resources for developmental and social purposes. It is not possi- 
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ble or desirable to raise all these rcsouiccs through taxation only. 
During a given period, the authorities can raise additional resources 
through taxation only upto a limit. In the case of direct taxes excep- 
ting marginal adjustments here and there, the addition can be, by 
and large, on account of the buoyancy of the economy only. Indirect 
taxes have a greater scope, but in their case an excessive use may 
lead to inflationary pressures through raising the prices of taxed 
articles. Another reason put forth in favour of raising resources 
through loans is that they are expected to mop off excessive purchas- 
ing po^^er in the hands of the public. Through loans the resources 
are just transfened fiom the public to the authorities and therefore 
no net addition to the purchasing power and hence demand takes 
place in the economy. This statement, however, needs a qualifica- 
tion. It is essential that these loans should be from “the market” 
and not from the Reserve Bank of India. In the latter case, loan 
financing adds to the money supply in the country and is therefore 
inflationary in character. Public debt in India has also increased rapid- 
ly due to the fact that the authorities have tried to tap all the 
sources and tailored the loans to the needs ol the crediiors. 1 hese loan 
instruments differ from each other in terms of maturity, market- 
ability and other characteristics, as we have seen bcfi»re. The result 
is that public debt has grown quite rapidly in all iis cc mponents — 
though different components have grown at different rales. Thus 
long-term market loans have increased from Rs 1438 46 crorcs at 
the end of 1950-51 to Rs 15329.70 crores at the end of 1980-81 (Bii). 
The most rapid rate of increase has been in the case ol Ircasuiy bills 
which jumped from Rs 358.02 crores at the end of 1950-51 to Rs 
11242 crores at the end of March 1981. Small .savings have also a 
creditable record for which the conesponding figures arc Rs 336.87 
crores and Rs 7675.03 crores. Similar is the case with Stale Provi- 
dent Funds which increased from Rs 95.05 crorcs to Rs 2578.41 
crores during these years. 

(2) Ownership Pattern. The pattern of ownership of public debt is 
an important and relevant factor in determining the burden on benefils 
of public debt (apart from its utilization). The owi.ership pattern is 
also directly related to the capacity of the authorities in pursuing 
proper debt management and monetary policies. In this connection, 
therefore, it is worth noting that as far as the permanent debt or 
funded rupee loans of the Government of India arc concerned, a 
major portion (about 38% or so) is owned by the Reserve Bank of 
India. Holding of government securities enables the Reserve Bank of 
India to supply currency ♦o the public (the need for which is increas- 
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ing with economic development and nioneti/ation etc.) and also is a 
precondition for any effective and successful open market operations. 
At the same time, however, an excessive holding of these securities 
means that these loans are not genuine market borrowings (transfer- 
ring the excessive purchasing power from the public to the authori- 
ties). They are only a means of adding to the over all money supply 
in the country and are another form of borrowings from the Reserve 
Bank It must also be remembered that the permanent rupee debt 
is more or less institutionally owned Apart from the Reserve Bank, 
the other holders of this debt are the commercial banks, the Life 
Insurance Corporation, Provident Funds and the like. The general 
public docs not find these loans attractive enough in terms of yield 
etc. The Government is often obliged to use various non-economic 
methods to force these securities upon a “captive market.” 

Treasury bills, which represent a major port .on of the short-term 
borrowings by the Central Government, are almost wholly sold in favour 
of the Reserve Bank. Only some limited amounts are held by Stale 
Bank ot Inuia, other commercial banks. State Governments and other 
apprt>\ed bodies. Treasury bills, therefore, represents deficit financing 
by the Government and cause a direct addition to the money supply 
with the public. They are highly inflationary if they are not retired. 

We need not go into the ownership of Special Floating Loans 
which mainly comprise special securities issued to meet our obli- 
gations to various international institutions. But it is to be noted 
that other forms of government obligations, namely, small savings. 
State provident funds, public provident funds, deposits under 
Compulsory Deposit Schemes, Income Tax Annuity and other De- 
posits and Reserve Funds represent genuine savings by the public 
and certain commercial and other undertakings. The ownership 
pattern of these obligations is not only anti-inflationary, it is very 
helpful in mobilization of resources for public purposes. 

(3) Is Government of India Debt Burdensome}’ A brief idea about 
the advantages and disadvantages of external debt has already been 
gathered a little earlier. It was pointed out there that foreign loans 
are helpful, but have certain disadvantages also. At the time of 
contracting of the loans, an inflow of resources lakes place. Such an 
inflow will be advantageous to a longer or smaller extent depending 
upon the nature and composition ol uiis inflow. At times, for example, 
the foreign loans can be for essential items of life like food, medi- 
ci £ s. etc. At other times, they can be in the form of necessary raw 
materials, machinery, technical knowledge, skill and the like, in 
general, .we may say that if the foreign loans are in terms of wasteful 
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consumption items, then they would not add to the productive 
capacity of the country. On the other hand, they may be very helpful 
in adding to the productive capacity of the debtor country. For the 
servicing of the foreign debt, an outflow of resources will be required. 
The burdensomeness of foreign loans will, therefore, depend upon the 
changes in the productive capacity of the country, and the terms and 
conditions of the foreign loans. In the case of India, we find that the 
burden of servicing the foreign loans has become very heavy, while 
our productive capacity has not increased proportionately. Moreover, 
in our case, our dependence upon maintenance imports has gone up, 
while the use of foreign loans has not enabled us to add to our export 
competitiveness to a significant extent. All told, therefore, we are 
finding it difficult to service the external loans. 

Public debt becomes a dead-weight debt if it is wasted on consump- 
tion and other useless expenditure. However, unless the loans raised 
are specifically earmarked for particular projects and schemes, it is 
not possible to Judge their effect and contribution to the economy in 
a straight-forward manner. In the absence of such a direct informa- 
tion, the next best method would be to analyse the outstanding 
liabilities of the Government with reference to the purpt>se on which 
the money raised by the Government has been utilized. 

It will be seen from Table 19.3 that investments and other capital 
outlays were far below the liabilities of the Government at the end of 
1950-51. Even at the end of 1960-61, the liabilities exceeded such 
capital outlay^. But this situation was remedied durin? the Third 
Plan and at the end of 1965-66, the net liabilities were Rs 11029.12 
crores against the capital outlays and loans of Rs 11964.23 crores. 
Since then the capital outlays and loans have increased at rates faster 
than the liabilities and according to the Budget Estimates for 1980-81, 
the corresponding figures of net liabilities and assets were Rs 56581.10 
crores and Rs 58085.33 crores respectively. Of the outlays on depart- 
mental undertakings, the biggest share is claimed by railwa\ s. At the 
end of 1950-51, the next position was occupied by Posts and Tele- 
graphs, but now Atomic Energy Development and Electricity Schemes 
are fast catching up. As regards the investniCTts in autonomous 
corporations companies etc , we have a long list of giants like the 
Steel Authority of India, the Fertilizer Corporation of India, Oil 
and Natural Gas Commission, Heavy Engineering Corporation etc. 
Similarly, quite a few financial institutions have come up and are 
expected to be of help to the industrial and financial growth of the 
country. Thus we can conclude that by and large the Government 
debt has contributed to the potential of economic gro*sth in the 
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country. The real defect, il am, lies in the incflScient working and 
losses of the public enlerpiiscs as such. 

The public debt policy ol the Government has been successful at 
least in some directions. It goes to the cicdit of the Government that 
within such a short period, public debt has increased so much and 
contributed to the resource availabilitv to the Government for Plan 
and non-P!an purposes. This is all the more creditable in view of the 
limited sphere ( f organised nione> market, an all-round scarcity of 
funds and competing claims fi r those funds by both public and 
private sectors. It is, therefore, a creditable development, that aiont? 
with the dated loans, quite a good contribution has been made by 
small savings, provident funds, civil deposits and the like. 

In •'pitc of these nuTitorious aspect'-, the public del t front has ex- 
hibited certain weaknesses also. The late ol return on public debt has 
been quite low. Tiioiit’h this has helped tbiC Goveinment in keeping 
the interest cost in check, it has picNcnicd the expansion of the 
government securities maikct. As it is, th‘ government securities 
maikct is nicknamed a ‘captive market.' Various institutional inves- 
tor' are directly or inciirectlv coinpclled to invest in governircnt 
securities. Borrowing Ihiough iicasiii \ hills is more or less confined 
to the Reserve Bank of India and llKie is no market v\v>rth the name 
in treasurv bills, Similarlv, the piovidcnt funds and commercial banks 
are eompciled to invest in government sccuiitieN, with the result that 
dated secunue^ of the Goveinnuni of India are confined i.i the 
Re erve Bank ot India, the commercuil banks, the Life Insurance 
Coipoiation, the provident lands and other institutions. This pheno- 
menon has added to the inllationarv pressures in the econom> wliicli 
in their turn make the investment in government securities and small 
savings still las', attractive. It is paitl> for this reason that constant 
efforts have to be made to encourage savings, ^ .jir., through tax con- 
cessions long-term savings and higher intciest rates on saving. For 
public debt policy to be aiili-inflalionur>, contributions to the public 
debt should come from genuine '-avings and should add to the pro- 
ductive capacity of the country. 

11. Nature and Issues -State Governments Debt 

We have already briefly lookeil into various t>pcs of debt obUga- 
tions which the Stale Governments contract. Tables 19.4 and 19.5 
indicate the manner in which different components of States debt 
have grown since the commencement ot Planning. It would be ret'al- 
led that the classilication of States’ debt has undergone a modification 
because of which the relevant data arc being presented in two tables. 
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State Provident Funds 113 200 324 471 765 890 1022 1198 1389 1635 1888 

(4.1) (3.6) (4.4) (5 4) (6 6) (7.1) (7.5) (8.1) (8.5) (8.6) (9.0) 

IV. Total Debt 2739 5519 7440 8749 11580 12545 13581 14699 16384 18963 21033 
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The comparative description of the two classifications has already 
been seen by us. 

It would be noted that the aggregate liabilities of the States have 
increased at a rapid rate fioni Rs 449 crores as at the end of Marcti 
1952 to Rs 21033 crores as at the end of March 1980 BE. Tnis is 
nearly 42 times the base period figure. Another peculiarity of the 
State debt is that almost all the components have remained, propor- 
tionately, more or less stable. The market loans form a small pro- 
portion of the State loans, and the State Provident Funds arc still 
smaller though they are sho^^ing a steady increase both in absolute 
terms and as a proportion of the total State debt. 

It would be noticed that the States have not lelicd sufficiently upon 
market horrov^ings and instea 1 have become increasingly indebted to 
the Central Government. Both these phenomena partly stem from 
insufficient financial discipline on the part of the State GovernniCnts. 
Three points may be noted in this connection 

Firstly^ the cost of collection of lax revenue by the States has been 
proportionately higher than is the case with the Central Government. 
This implies a greater need to incica'sc tax revenue 

Secondly^ the Stale Governments have not been able to tap their 
potential lax lescaiucs to the full. JnstCc d the States claim that they 
are left with inelastic sources of re\enuc. This claim is not exactly 
justified. The Slates get a share from the most elastic sources of 
Centra! revenues, namciy, income lax and excise duties. Saies tax, 
which is a State subject is lughly clastic with lefcrcncc to the econo- 
mic activities and is in fact a good source of Siatc revenue. But the 
States have not tapped quite a few potential tax resources like agri- 
cultural incomes. 

Thirdly, quite a sizeable chunk of State resoui.es has found its way 
in investmenls in State tieclncity Boards, Irrigation Scheraci and the 
like. These Schemes and in\estments shoula have opened up \ery 
important sources of State revenues but instead of throwing up sur- 
pluses, these projects and schemes are mostly incurring losses and are 
therefore a drain upon the State resources. The Sixth Finance Com- 
mission observed: “There are electricity projects that are unable to 
provide even for depreciation. There are irrigation projects, receipts 
from which are inadequate to meet even the cost of maintenance. 
There are many industrial enterprises which incur losses. There is 
practically no Stale in which the laurns from productive schemes are 
large enough to provide for both payments of interest and amortiza- 
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tion.”” The Seventh Finance Commission found that the situation 
in this regard had further worsened. The Report of the Commission 
provides extensive data in support of this view. (Of course, the 
performance of the undertakings of the Central Government is no 
better.) 

However the need to borrow on the part of the States is not 
accompanied by their capacity to borrow. Like the Central loans, the 
State loans also carry a low coupan (though higher than the ones 
on Central loans). These yields are not attractive enough for the 
investors. The Central Government has been able to have a ‘captive 
market’ at its disposal. Tt sells the treasury bills to the Reserve Bank 
and conii'«ls banks, provident funds and other financial institutions 
to subscribe to the dated loans. In view of the general scarcity of 
funds and a competitive demand from other sources, people arc not 
attracted towards State loans. A major portion of .subscription to 
dated loans of the State Governments comes from those individuals 
and p.arties who are ‘persuaded’ by local bureaucrats to this end. 
Even the Reserve Bank of India’s holdings of the State loans are 
nearly zero. Thus on the one hand, the State Governments find their 
needs soaring high and on the other they find that neither their invest- 
ments income nor their tax resources are growing at adequate rates. 
They are also not able to borrow sufficiently from the market. As a 
result, we note that their dependence upon resources from the Centre 
has been increasing. 

The States obtain resources from the Central Government in a 
variety of ways. They share with the Centre the excise duties and 
income tax and get a grant in lieu of the tax on railway passenger 
fares. The net proceeds of additional excise duties go fully to the 
States. They also get revenue grants from the Centre under Article 
275 on the recommendation of the Finance Commission. But all this 
still leaves a large gap as far as Plan schemes are concerned. The 
States have also found it difficult to maintain their capital assets and 
meet the requirements of various relief measures against floods, 
droughts and diseases. The Centre has been extending discretionary 
grants and loans for meeting relief needs etc., under Articles 282 and 
293 of the Constitution. But when it comes to granting aid for 
approved Plan schemes, the practice of the Central Government has 
been to help the States by giving them 30% of the aid by way of 
grants and 70% by way of loans (in the case of Assam and Jammu 
and Kashmir, the peicentages are 90 and 10 for grants and loans resp'-c- 

'Report of the Sixth Finance Commission, para 6 of Chapter XVII. 
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lively). It is not easy to justify this or any other ratio between grants 
and loans through which the Central Government helps the States. 
As a matter of fact any arbitrary ratio could be chosen. Furthermore, 
it can be argued that a fixed ratio between grants and loans for 
helping the Slates ignores the relative financial strength of the States 
(though of course to measure their relative strength again raises a 
host of questions like those faced in the recommendation of grants- 
in-aid of revenues). It is also worth noting that the grants-in-aid cl 
revenues recommended by the Finance Commission are meant to 
meet the non-Plan revenue gaps of the States without any reward 
for the tax efforts and financial prudence. A State excelling in 
financial discipline only loses levenue grants and remains equally 
dependent upon the Centre for aid as far as Plan requirements are 
concerned. This is an important reason due to which even those 
States which are not given grants by the Fuiance Commission run 
into increasing indebtedness to the Centre and find it equally difficult 
to c^rvicc those loans. This difficulty increases a'l the more if the 
projects lor which loans have been rai'^ed are non-productive (such 
as relief measures), or cannot yield commeicial surpluses (such as 
electricity boards). 

The Central Government gives loans to the Slate Governments for 
both Plan and non-Plan schemes. The Plan loans cover a variety of 
schemes which may be State or Central schemes. The non-Plan loans 
are meant to help the States in pioviding relief against natural cala- 
mities like floods, droughts, epidemics etc. and purchase of fertilizers. 
As wc have seen earlier, the States get a share of collections of small 
savings also by way of loans fiom ihe Central vernment. The loans 
from the Central Government to the States have oeen for a variety of 
purposes and at varying terms and conditions. There have been loans 
for relief and rehabilitation, for clearance of overdrafts in which the 
States have been running, for helping the States to meet their gaps in 
resources, for modernizing police force, for police housing and so on. 
The loans for meeiing the Plan needs form the bulk of Central loans. 
All told, there has been a bewildering variety of loans and there is a 
need to codify them. The complexity of the problem and the need of 
a solution of the mounting debt liability ot the Slates has been noted 
and voiced from time to time. T^'^ Third Finance Ci mmissinn noted 
the gravity of the situation and lecommendcd an analysis and review 
of the situation.® The Fourth Finance Commission felt that instead of 
a uniform treatment meted out to every State, a more thorough and 

’Report of the Third Finance Commission, 1961, p. 42. 
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discriminating approach was needed with regard to periods, rates of 
interest and other terms of each loan which the Centre advanced to 
a State.'* Incidentally, such a policy would have added to the mount- 
ing variety of loans and their terms and conditions. The Fifth Finance 
Commission suggested that those loans which did not bring direct 
returns should be kept within reasonable proportion of the States’ 
own resources. But at the same time, on the recommendations of the 
Fifth Commission, the Centre started a scheme in 1969-70 to give 
special aid by way of loans to those States which (in view of the 
Planning Commission) were facing an inescapable resource gap in the 
Fourth Plan. The Sixth Finance Commission recommended that 
instead of giving large loans to States to meet natural calamities, they 
should get a larger aid for development of drought and flood prune 
areas. Such schemes could be both in the State and Central sectors 
and would reduce the necessity to grant loans to the States. It also 
recommended that the scheme of special loans to States for covering 
their non-Plan gap be discontinued. As a result, the Government of 
India Budget for 1974-75 made no provision under this head whereas 
in 1973-74, a loan of Rs 381 crores was given to Slates for this 
purpose. In 1974-75, total gross loans of Rs 1075.2 crores were 
extended to the States as against Rs 1576 crores provided in 1973-74. 
The figure rose to Rs 1294.3 crores in 1975-76 and reached the bud- 
geted amount of Rs 2796.09 croies for 1980-81 BE. The general 
practice of fixing the interest charges prior to 1 April 1969 was to 
determine the rate.of interest with reference to the prevailing redemp- 
tion yields of Government of India loans with corresponding 
unexpired terms to maturity and add to it about 1% by way of handl- 
ing and other expenses. But if the loans were meant for specific 
purposes for relending to industrial and commercial undertakings 
by the States, then the interest rates charged by the Central Govern- 
ment w'ere the same as were determined on the loans advanced by the 
Centre to Central public sector undertakings. The Fifth Finance 
Commission wanted a relief to the States in terms of their interest 
liabilities and accordingly, all these rates were reduced with effect 
from 1 April 1969. The maximum rate was fixed at only 5% with a 
rebate of y% for prompt repayment. Another change introduced was 
that recoveries of loans were put in equal annual instalments of due 
interest and principal. Prior to this arrangement, annual instalments 
consisted of given amounts of principal together with due interest. 
The Sixth Finance Commission recommended that the existing out- 

‘Report of the Fourth Finance Commission, 1965. p. 67. 
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standing loans should be consolidated into certain specific categories 
and the terms of repayment should be liberalized. Accordingly, the 
Central Government rescheduled the pavment of block loans for 
State Plans, special accommodation loans, loans for relief against 
natural calamities, loans for clearing overdrafts and loans for speci- 
fied development schemes. These loans became repayable between 15 
to 30 years and some of them carried a moratorium towards re- 
payment ranging from 2 to 5 years for certain States. Again in the 
case of loans for relief and rehabilitation and loans under the 
National Loans Scholarship Scheme outstanding as on 31 March 
1974 the States were to repay only half of the amounts collected 
from the borrowers. 

As the Sixth Finance Commission noted, a large debt by itself is 
not a sign of weakness of a State or a phenomenon to be worried 
about. The problem becomes seiious because these loans have not 
been able to add to the revenues of the States and augment their repa- 
ying c I’^acity. The Sixth Finance Commission estimated that the total 
outstanding loans from the Centre to Slates as on 31 March 1974 
were Rs 8379.97 crores (of which Rs 3239.64 crores were non-develop- 
mental loans and Rs 5140.33 crores were developmental loans). The 
amount falling due for repaNment during 1974-75 to 1978-79 was 
estimated to be Rs 3899 03 crores (Rs 1822.57 crores for non-develop- 
mental and 2076,46 crores for developmental loans). The Seventh 
I inance Commission found that the assets of the States (comprising 
of capital outlay and outstanding loans of the States to others) always 
exceeded the total debt liability of the Stales (Sec Table 19.6). The 
Commission did not favour the idea of writing ofi d:ese loans since 
such a step would have left the Central Government with smaller 
funds to help the relatively backward Stales. The Commission main- 
tained that these loans should be considered like a revolving fund 
available to the economy as a whole and therefore the beneficiary 
States shc)uld repay these loans in order that others should be helped. 
The Seventh Finance (\miniission also took tlie stand that it was 
not desirable to write off the States' debt to the Centre. Bui both 
Commissions feit the need to provide relief to the Slates. The Sixth 
F’lnancc Commission recommended a relief on discriminatory basis 
between Plan and non-Plan loan ;is shown in Table 19.7. The 
Seventh Finance C<nn mission agreed with the plea that loans on 
acci'iunt of small savings should be converted into loans in perpe- 
tuity.' Accordingly, they recommended that in the case of each State 
the small savings loans outstanding against the State at the end of 
March 1979 be consolidated into one loan, and such consolidated 
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loans be converted into ‘loans in rerpetuity.’ The States wc uid not 
be repaying their principal, but would continue to pay interest on 
these loans. The Commission divided the remaining loans into three 
categories, namely, unproductive, semi-productive and productive. 
It recommended that unproductive loans (Rs 842.82 crores) as on 

TABLE 19.6 

Liabilities and Assets of tiif States as at end March . . . 


(Rs in n ores) 



1951 

1956 

ml 

1966 

1969 

1974 1979 

(estimated) 

Assets 

Capital Outlay 

369 

1135 

2365 

4281 

5743 

9330 

17362 

Loans Outstanding 93 

309 

846 

2246 

3197 

5163 

9511 

Total 

462 

1444 

3211 

6521 

8940 

14493 

26873 

Total Debt Liability 

375 

1296 

2739 

5512 

7425 

11590 

18785 


Source: Report of the Seventh Finance Commission. 


31 March 1979 be written off. The semi-productive loans were to be 
recovered in to 30 equal annual instalments and bear 4.75% rate ol 
interest while the productive loans were to be rccovereihin 15 equal 
annual instalments and bear 5'X) rate of interest. The net debt relief 
to each Slate is Shown in Table 19.7. 

Such a relief measure, we should remember, is not a lasting solution 
of the problem. The very fact that the problem has arisen indicates 
that the States are not tapping their resources to the extent they can. 
There is therefore a need for a comprehensive llnancial discipline — 
economy in expenditure, avoidance of wasteful and unnecessary 
schemes and a vigorous drive to tap all the potential resources. There 
is equally a need to make the commercial projects pay their way 
through and provide a si'urce of •■urplus to the State economics. 
Unless, therefore, an all-round effort is made, the problems of Central 
loans and overdrafts from the Reserve Bank of India arc likely to 
persist. Loans have had a dominating position in the resource trans- 
fers from the Centre to the Stales. Till 1973-74, they tended to be as 
large as shared taxes and grants put together. Even in 1979-80, they 
were around 28% of the total. The real defect in the whole situation 
is that a large portion of these loans goes to service and repay the 
older debts. 
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TABLE 19.7 

AtiGRIiGATIi DkBT RlLirF 10 THE SlATh 

{Ss in crores) 


By Sixth Finance Commission 

Non-plan Specijic Other Aggregate 

purpose loans debt 

plan loans relief 

By Seventh 

Finance 

Commission 

Andhra Pradesh 

31.99 

19,11 

140.10 

191.20 

135,63 

Assam 

24.78 

5.72 

131.99 

162.49 

112.20 

Bihar 

10.18 

19.47 

103.10 

133.35 

182.65 

Gujarat 

1.25 

14.29 

20.71 

36.25 

108.02 

Haryana 

10.20 

3.82 

19.12 

.33.14 

38.29 

Himachal Pradesh 0.04 

0.99 

33.54 

34.57 

30.37 

Jammu & Kashmir 16.09 

1.24 

116.10 

133.43 

133.7^ 

Karnataka 

29.35 

15.39 

82.30 

127.04 

39.53 

Kerala 

26.12 

11.69 

71.96 

109.77 

115.09 

Madhya Pradesh 

0.71 

14.62 

71.83 

87.16 

147.34 

Maharashtra 

2.00 

23.81 

40.77 

66.58 

160.78 

Maniprr 

0.04 

0.24 

14.95 

15.23 

11.85 

Meghalaya 

0.01 

... 

7.63 

7.64 

5.94 

Nagaland 

... 

0.24 

5.60 

5.84 

18.59 

Orissa 

2.54 

10.16 

144.62 

157.32 

96.48 

Punjab 

0.30 

4.53 

10.35 

15.18 

60.57 

Rajasthan 

44.29 

8.00 

205.85 

258.14 

137.98 

Sikkim 

-- 

— 

— 

— 

0.66 

Tamil Nadu 

28 98 

20.95 

37.12 

87.05 

49.93 

Tripura 

-0.02 

-0.10 

14.47 

14.35 

10 55 

Uttar Pradesh 

18.67 

29.39 

102.71 

150.77 

367.63 

West Bengal 

19.36 

13.51 

110.25 

143.12 

191.93 

Total 

266.88 

217.07 

1485.67 

1969.62 

2155.80 


Source: Reports of the Sixth and Seventh Finance Commissions. 
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INTRODUCTION 

Though there has been a continuous upward trend in both revenue 
and expenditure of the Government of India, it has been especially 
marked since Independence. Quite a few factors which we noted in 
the chapter on budgetary policj and in the explanation of a conti- 
nuous upward trend in the public expenditure, are in operation in 
our country also. The Government has been widening its activities 
in economic and social spheres and is trying to help the country in 
its economic growth. It has expanded its social and economic respon- 
sibilities. Administrative services have been strengthened, social and 
economic services have been expanded and the Government is partici- 
pating in an ever-increasing measure in the capital formation, savings 
and investment and other economic activities A'so on account of 
increasing prices, the cost of administration has increased. All this 
has meant a steady upward movement in the Government of India 
budget from year to year. 

The Central Government Budget is presented (and our Constitu- 
tion requires it to be so) in terms of a revenue acoount and a capital 
account. Capital account is expected to cover those receipts and dis- 
bursements which are in the nature of acquisition, creation and dis- 
posal etc., of assets including investments, loans and advances. 
Receipts of routine nature and earnings from assets in the form of 
interest, dividends, profits and the like belong to the revenue account, 
as do the debt services, grants and others. Further, railway budget is 
presented separately before Parliament, though the total receipts from 
and expenditure on railways are included in the ivain budget as 
well. 

Table 20.1 indicates a general picture of how Government of India 
revenue and expenditure have increased rapidly since we embarked 
upon a planned era. It will be seen that the receipts on revenue 
account have . increased by about thirty times dunng the years 
1950-51 to 1980-81, while expcndituie on revenue account has 
jumped up bj more than 39 times during the same txriod. Actually, 
revenue budget figures for the single year 1 980-8 1 are more than 
five times the total revenue budget figures for the First Plan as a 
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whole, and more than thrice the figures for the Second Plan. The* 
increase on capital account has been still more rapid. Capital 
receipts have gone up by about 80 times during these years. And in. 
1980-81 they were more than eight times as much as in the First Plan. 
Another general feature of the Central Finances is that for most 
years, there has been a surplus on revenue account, while the capital 
account has consistently shown a deficit, it must be noted that debt 
receipts are included in capital account and the excess of total dis- 
bursements over total receipts (including loans) is counted as deficit. 
This deficit is financed by drawing down of cash balances and by 
borrowings from the Reserve Bank of India through the sale of 
treasury bills. There has been a persistent overall deficit even in 
this sense of the term, and as the figures in Table 20.1 show, the 
deficit has tended to increase with the passage of time. Up to a cer- 
tain limit deficit financing, which adds to the supply of money in the 
country, is quite welcome. Some increase in money supply is needed 
to help the economy in its process of monetizing the existing barter 
sector. But if money supply increases at a faster rate than can be 
absorbed through increased monetization of the economv, the tcsult 
is inflationary pressures. It is argued that the market loans are anti- 
inflationary since they absorb a part of purchasing power from the 
market. At the most, it is stated, such loans only shift the pui chasing 
power from the market into the hands of the government and Oo not 
make any net addition to the total demand. Thij^ is not necessarily 
true. In India, the general public gives loans to the Government in 
the form of contributions to Provident Fund, small savings, and the 
like. Marketable loans are almost wholly, taken up by the institutions 
like the banks. Life Insurance Corporation, Reserve Bank of India 
etc. Borrowings from the Reserve Bank of India through these dated 
loans have the same effect on money supply as the borrowings 
through the issue of treasury bills. 

Secondly y when the purchasing power is shifted from the public to 
the authorities, an imbalance between demand and supply takes place. 
The authorities invest a major portion of the newly acquired purchas- 
ing power in capital goods sector where it takes lime for the produc- 
tion to start while the purchasing p wer gets redistributed to the 
public through salaries, purchases and other governmen!. expenses. 
Thus, though the government pla>s a useful afid crucial part in 
saving'* and capital accumu’ation m the country, it also contributes to 
the inflationary pressures in the process. 

We should note the fact that the government has been able to 
raise the tax and non-tax revenue sufficiently rapidly. Total tax 
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levenue (after meeting the States’ share) went up from Rs 357.0 
crores in 1950-51 to Rs 8725.01 crorcs in 1980-81 (BE). And if we 
compare the figures of the tax revenue before the States’ share we 
"find that they were Rs 12301.61 crores in 1980-81 as against Ps 
404.52 crores in 1950-51. Non-tax revenue, in a similar manner went 
up from Rs 48.86 crores to Rs 3402.30 crores. It is very impressive 
increase in itself, but we must remember that a major portion of it 
consists of interest receipts on loans which the Central Government 
has advanced to State Governments and other parties. Non-tax 
revenue could be far greater if the investment in public undertakings 
had been as paying as expected. In terms of non-tax revenue, there- 
fore, the performance of the Government of India cannot be consi- 
dered very creditable. 


EXPENDITURE TRENDS 

Revenue Account. This brings us to the consideration of the overall 
expenHiture trends and policy of the Government of India. Tables 
20.2 ana 2U.3 provide information regarding the Central Govern- 
ment expenditure (on revenue account) between different categories 
including developmental and non-developmcntal ones. It will be seen 
that, as noted earlier, the total expenditure on revenue account has 
increased quite rapidly since 1950-51. And though both the develop- 
mental and non-developmental expenditures excluding expenditure on 
defence have moved up, a much larger percentage is now going into 
developmental expenditure than before. For example, at the beginning 
of the Annual Plans (in 1966-67) the developmental expenditure was 
Rs 517.71 crores and it rose to Rs 5162.29 cutcs (or roughly ten 
times) by 1980-81. During the same period, the lon-developmental 
•expenditure increased from Rs 956.82 crores to Rs 5369.44 crores 
(or approximately 5.6 times). 

Let us start with comments on non-developmental expenditure in 
which some categories have shown a relatively limited growth only. 
For example, the cost of collection of taxes increased from Rs 10.24 
crores m 1950-51 to Rs 143.29 crores in 1980-81. Similarly, pensions 
etc. increased from Rs 6.99 crores in 1950-51 to Rs 55.50 crores in 
1980-81. Expenditure on currency, coinage and mint has gone up 
from Rs 22.79 crorcs in 1967-68 to Rs 44.23 crores in 1980-81. 

But there are other categories whiv.ii have increased very rapidly such 
.as expenditure on civil administration, which went up by 30 times 
■during the same period. This was partly on account of higher salaries, 
and partly on account of bigger establishment of police and other 
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III Grants-in-aid to State and 
Union Territories for 

Developniental Purposes 210 78 264 84 “^26 52 802 14 2759 09 34*^0 76 1751 53 1980 47 1769 23 

IV General Services 2 97 1 34 3 84 6 72 

Source: Explanator> Memorandum on the Budget of the Central Government, \915~16 to 1980-81, Annexure I, Appendix III 
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general civil administratit)n. The most rapid increase in non-deve- 
lopmcntal expenditure is accounted for bv interest payments. From 
a mere Rs 37 36 crores in 1950-51, they rose to Rs 199.18 crores in 
the First Plan, to Rs 276.44 crores in the Second Plan and to Rs 
370.62 crores in the Third. During the Annual Plans, the interest 
payments amounted to Rs 1493.08 crores and in the Fourth Plan the 
figures totalled to Rs 3498.54 crores. They further rose to Rs 5124.70 
crores for 1974-78 and are now consuming nearly half of the non- 
developmental expenditure excluding expenditure on defence on reve- 
nue account. They were Rs 2597.64 crorcs out of a total of Rs 5369.44 
crores of non-developmental expenditure in 1980-81. Even of total ex- 
penditure (excluding defence) on revenue account, interest payments 
accounted for approximately 25% in 1980-81. The reasons for this 
heavy drain on revenue are not far to seek. The Government has in- 
creased its interest-bearing liabilities year after year through various 
means. Along with market borrowings, there are small savings, 
borrowings through the sale of treasury bills, and external loans. 
Moreover, the rate of inteiest has shown an upward trend making 
new loans more expensive. Still another important category is the 
non-developmental grants (which arc in addition to the develop- 
mental grants on revenue account) to States and Union Territories. 
From Rs 195.11 crorcs in 1966-6"', they steadily rose to Rs 882.98 
crorcs in 1978-79. The fall in later years is on account of the recom- 
mendations of the Seventh Finance Commission. 

Our defence commitments have gone up on account of a number of 
factors. With rising prices, it is now far more expensive to modernize 
armaments and equipment. Training of troops -i.J technical personnel 
now cost more. Our relations with some of our rolitical neighbours 
also compel us to spend more for defence purposes. We find, there- 
fore, that a sizeable portion of our expenditure on revenue account 
goes to defence. Starting with Rs 164.13 crores for 1950-51 and Rs 
895.67 crores for the whole First Plan, it increased only marginally to 
Rs 1 178.21 crores in the Second Plan. The Chinese aggression of 1962 
pointed towards a need for stronger defence and our defence expendi- 
ture touched Rs 2874.02 crores during the Third Plan. Since the need 
for a proper defence for the country has persisted, our defence ex- 
penditure (on revenue account) has continued to move steadily up. 
For the Annual Plans, the Fou.vh Plan and Fifth Plan (1974-78) 
it amounted to Rs 2589.06 crores, Rs 6284.23 crorcs and Rs 8904.50 
crores respectively. In 1980-81 (Bl*) provision for defence stood at 
Rs 3036.84 crores or around 22.4% of the total revenue disburse- 
ments. Thus, of the non-developmental expenditure on revenue 
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account, the major portion is accounted for by civil administration, 
defence, interest payments and grants to State and Union Territories 
Governments. 

Table 20.3 provides some details of the developmental expenditure. 
Here the first category is of Social and Community Services which 
rose moderately from Rs 144.94 crores in 1966-67 to Rs 870.82 crores 
in 1980*81. Economic Services have risen far more rapidly during the 
same period— from Rs 161.99 crores to Rs 2515.52 crores. Economic 
Services include such items as agricultural and allied services, indus- 
tries and minerals, foreign trade and export promotion, water and 
power development, and transport and communications. Within 
economic services, agriculture and allied services claim the largest 
share followed by industries and minerals and foreign trade and 
export promotion. Grants-in-aid to States and Union Territories 
is another major head for developmental expenditure on revenue 
account From an amount of Rs 210.78 crores in 1966-67, the figure 
rose to Rs 1769.23 crores in 1980-81. 

Capital Account. On capital account, a major portion of disburse- 
ments is in the form of loans and advances to the States, Uiaon 
Territories and other parties.^ Thus, in 1950-51, the States got 
Rs 61.46 crores from the Centre under this head, and for the I irst 
Plan, these loans and advances amounted to Rs 715.21 crores. During 
the Second Plan the figure nearly doubled to Rs 1420 64 crores and 
during the Third Plan moved to Rs 3054.74 cfores for the three 
years of the Annual Plans also they got Rs 2738.10 crores, while for 
the Fourth Plan "the figure totalled to Rs 6829.81 crores. With the 
end of the Fourth Plan, these loan figures declined but again resumed 
the upward trend. In the years 1979-80 RE and 1980-81 BE, these 
figures stood at Rs 2798.52 crores and Rs 2796.09 crores respectively. 
These loans and advances have been mainly, though not entirely, for 
developmental purposes. It is noteworthy that the loans from the 
Central Government to parties other than States and Union Territories 
Governments are also increasing rapidly with the passage of time. 
These parties include cooperative societies, agricultural financial insti- 
tutions, village and small industries, engineering industries, petroleum, 
chemicals, fertilizers, mining and metallurgical industries, ports, light 
houses and shipping, railways, export promotion, and the like. 1 hus 
in 1966-67, out of a total of Rs 1407.28 crores^ these parties got 
Rs 476.39 crores; by the end of the Fourth Plan (1973-74), their 

‘Note that repayments of loans by the Central Government are accounted for 
on the capital receipts side where borrowings net of repayments are shown. 
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share went up to Rs 856.32 crorcs out of Rs 2431.92 crores and in 
the next year (1974-75), their share exceeded that of tlie States. In 
1980-81, they got Rs 2341 .07 crores as against Rs 3324 40 crores 
going to the States. In 1980-81, direct developmental expenditure on 
capital account was 4.4 times that in 1966-67. It is seen that of this 
category, only a small portion has been spent on social and commu- 
nity services, the balance going to economic services which cover agri- 
culture and allied services, industries and minerals, water and power 
development, transport and communications, railways and posts 
and telegraphs. Thus social and community services got only Rs 1.59 
crores against Rs 509.89 crores going to economic services in 1966- 
67, Rs 108.06 crores against Rs 2090.73 crores for economic services 
in 1979-80 and Rs 344.68 crorcs as against Rs 2267.05 crores for 
economic services in 1980-81. It must be emphasised that most of 
the capital disbursements are meant for developmental purposes — 
whether they are in the form of loans and advances or in the form 
of direct government expenditure. A part of the capital disburse- 
mv.i>ls lias been claimed by ‘defence’ also, but the share of this 
category has n<'t been very large; it was only Rs 1 10.79 crores in 
1966-67 and went up to only Rs 263.16 crores in 1980-81. In terms, 
of real purchasing power, this amount was still smaller. 

Expenditure Policy 

In any useful budgetary policy, public expenditure has an impor- 
tant and essential role to play. In India, public expenditure assumes 
special importance because of the responsibilities which the Govern- 
ment has assumed. Through various budgetary measures the Govern- 
ment has to ensure an equitable distribution of I’lcome and wealth 
and decentralization of economic power. There is also the need to 
bring about a self-sustained and rapid economic growth in the 
countrv for which the rates of savings and investment have to be 
stepped up. A balanced and economical use of the productive resour- 
ces of the economy has to be there to ensure that the country is 
able to get best out of its developmental efforts. Control of the com- 
manding heights of the economy must be acquired through the 
creation and control of the basic and key industries. Expenditure 
policy of the Government, therefore, assumes a special significance 
in the light to all these object. :s. It i# no longer to aim onl\ at 
maintenance of the administration, law and order and protection 
against foreign aggression. 

Broadly speaking, the expenditure policy of the Government ma> 
partly be judged by looking at its consumption and other components. 



TA6LE 20 S 

Gross Capital Formation out of the Budgetary Resources 
OF THE Central Government 
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Table 20.5 describes the gross capital formation out of the budgetary 
resources of the Central Gosernment. It will be seen that the Centre 
not only engages in capital formation activity itself, it helps the State 
Governments, non-departmental commercial undertakings and other 
parties also in this task. The process of capital formation was quite 
slow at the beginning and for obvious reasons (since the total budget- 
ary resources at the disposal of the Government were not much), but 
the process gathered momentum in due course of time. Thus in 1950- 
51, the total gross capital formation amounted to only Rs 128.R crorcs, 
but by the end of First Plan it had reached Rs 483.3 crores, 
thus giving a total of Rs 1 605.0 crorcs. Similarly, for the Second 
Plan the gross total was Rs 3904.8 crores which increased to 
Rs 7151.7 crores in the Third Plan. The figures for the Annual Plans, 
the Fourth Plan, the Fifth Plan (1974-78) and 1979-80 (BE) were Rs 
5127.5 crores, Rs 10,910.9 crores, Rs 19230 crores and Rs 7046.9 
crorcs respectively. These figures do not cover investment in shares 
by the Government of India. Out of the total capital formation, the 
portion formed directly by the Central Government is however 
smaller than the one formed through assistance to the State Govciii- 
ments, non-departmental undertakings and other parties. In earlier 
yeans of our planning era, a major portion of this financial assistance 
went to the State Governments, but over the years the share of non- 
departmental commercial undertakings (as compared with that of the 
State Governments) has increased and in the 1979-80 (BE) wc find 
them getting Rs 2324. 1 crores as compared with Rs 2829.6 crores 
going to the State Governments, The help to other parties has in- 
creased to a much smaller extent in absolute terms — from Rs 2.4 
crores in 1950-51 to Rs 263.8 crores in 1979-80 (BE). However, two 
important points should be noted in this break-up. 

Firstly, gross capital formation is not equivalent to capital forma- 
tion in the sense of addition to the productive capacity of the eco- 
nomy. For that we should look at formation of fixed assets which 
are always less than the gross capital formation. The latter includes 
building up stocks of foodgrains, fertilizers and works stores in the 
case of Central Government and inventories etc. in the case ol State 
Governments and commercial undertakings and others. 

Secondly, the consumption expenditure of the Central Government 
is quite a significant portion of the total expenditure. It was 46.5% 
of the total expcndituic in 19.50-51. With the beginning of the plan- 
ning, however, this percen.age started coming down and for the First 
Plan as a whole, it amounted to 33.1. During the Annual Plans, the 
percentage rose to 34.8, but there has been a downward long-term 
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trend. Rising prices, icfugec relief, Indo-Pak Wars, relief against 
natural calamines, revisions of pay scales and allowances of the 
Governnieni cmplo\ees were some of the im; ortant forces contri- 
buting to iisui" Cjo\ eminent consuinpticm expenditure. The figure for 
1979-80 Bi: V as 

Irrespective ol the peiccntage changes, the fact remains that 
consumption expenditure of the Central Government is too high and 
has risen rapidlv, in absolute terms, from 1960-61 onvvaids. Thus 
while from 19S)-51 to 1960-61, it rose from Rs 234.7 crorcs to 
Rs 433,0 crorcs, in 1970-71 it aus Rs 1669.4 crorcs and in 1974-75, 
Rs 2866.8 crores. The ligurc rose to Rs 3819 2 in 1977-78 (RE) and 
Rs 4139.9 crores, in 1978-79 (Bt). 1 urthcr, we find that our defence 
requirements have compelled us to divert a sizeable proportion of our 
resources from other developmental uses. This is an item for which 
wc have no choice since defence and independence of the country 
arc the first responsibility of every goveinmeiu. The government, 
in recognition of the need to ensure eflicient and economical use of 
fun(^<! 1 decided lo appoint a Commission with suitable terms of 
reference to conduct a comprehensive inquii> into government ex- 
penditure. Jt will, among other things, ex.iminc the impact of public 
expenditure on the promotion of poverty and recommend ways and 
means of making public expenditure more effective. 

Over the last decade or so, subsidies have come to occupy an 
incr:asingly impoit iiit position in our public expenditure. Subsidies 
amount to negative taxation. They can be used to help specific 
economic activitic'i and welfaic [>rogrammes. In India, we have 
adopted a set of objectives towards which vMir fiscal policy is 
directed These objectives include adoption of a o blic distribution 
system of essential commodities, removal ot regional disparities, 
reducing unemployment, helping village and small industries, develop- 
ing agriculture, and helping weaker sections of the society. To this 
end, subsidies conic as a haiulv tool in the hands of the authorities. 
The favt inat the' cause a heavy drain from budgetary resources has 
not deterred the authorities from their extensive use. They have been 
extended to various inipoits, food and fertilizers, village and small 
industries and so on. I or example, in 1970-71, the Ccntial subsidies 
weie onlv Rs 94 crorcs bat increased to Rs 1504 crorcs in 1978-79 
and stood at Rs 14S9 ciores in r79-80 For both the Central and 
State Governments out together, the subsidies stood at Rs 337 crorcs 
in 1970-71 (cquivaenl to 5. 9‘;o of total public expenditure) but by 
1978-79 they had sliot up to Rs 2107 crorcs (13.5% of total public 
expenditiiiej. 
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Control of Public Expenditnre in India 

Tt is imperative to have built-in controls and checks to ensure that 
public funds are not wrasted and are used most judiciously and cate- 
fuily for the benefit of the society. Over time, various such measures 
of control have been devised. It is not possible to proceed on the 
as^umption that each government official would be both honest and 
efficient, and therefore if government official were asked to spend 
solely on the ba.sis of their individual discretion and without any set 
rules and regulations, there would be a lot of wastage of public funds. 
C.^ses of misappropriation are also likely to be frequent. Even if we 
assume that the officials are both honest and efficient, it has to be 
ensured that public expenditure follow s a set policy laid down for 
this purpose by the authorities. 

We shall illustrate the nature of control over public expenditure in 
India by referring to the practice at the Central Government level. 
Corresponding comments apply to other levels of governmental autho- 
rity. The first stage of control over public expenditure is the prepur.i- 
tion of annual budget itself. Budget preparation is an elaborate exor- 
cise and is intended (/) to systematize the plans to spend and rai^c 
revenues along with necessary rates, rules and regulations, (ii) to 
reflect the economic, social and other policies of the Government, (/» ) 
to provide the legislature with all the relevant information regarding 
the policy contents and the amounts involved, (/v) to get express 
sanction and authority from the legislature to raise the said revenues 
and spend them, (v) to provide a basis for ensuring that the executive 
remains bound to the budget and does not deviate from it, and (v;) 
to provide a subsequent means for auditing and scrutiny of the actual 
implementation of the financial plans. 

Without going into procedural details, let us note that the budget 
is a plan for the financial operations covering the coming year. In 
such a budget, the estimates of revenues and disbursements for the 
year just ending are presented both as they were made originally and 
as they appear to be materialising on revised basis. The discrepancy 
between the two, if any, is also explained. Along with, full estimates 
of revenues and disbursements for the coming year arc also presented. 
Before the presentation of the actual budget. Parliament is presented 
with an Economic Survey outlining the economic conditions in the 
country and the prospects for the coming year as also the important 
issues which need tackling. This sets the scene for the type of policy 
implications which the budget proposals should have. The budget it- 
self is an elaborate thing. Our Constitution makes it obligatory for 
the Government to divide the budget into revenue and capital 
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accounts portions. In the capital account those receipts and disburse- 
ments are included which are in the nature of acquisitions and dispo- 
sal of capital assets. The income from and expenditure on the 
maintenance of capital assets go to the revenue account. Thus while 
loans (both receipts and repayments) are in the capital account, 
interest receipts and payments are in the revenue account. Addition- 
ally, we have the break-up of both receipts and disbursements in terms 
of various major heads, minor heads and sub-heads. Furthermore, 
break-up in terms of departments, ministries etc., is made available. 
Currently, we have also the break-up in terms of economic and func- 
tional classification together with many estimates of economic and 
social significance. Along with these details, impoitant relevant details 
of individual estimates are provided. Additionally, we have also the 
Plan budget. This includes the details of important schemes which arc 
to be financed through budgetary operations and are in the plan for 
the \ car. 

Now comes the stage of presenting the budget to Parliament and 
getting ii> approval. Our Constitution enables the authorities to 
prc'ent the budget before Parliament in more than one parts. Accord- 
ingly, the budget is presented in two parts. The first part consists 
of the Railway Budget In the second pait, the rest of the budget is 
presented incorporating the receipts from and expenses on railways. 
The presentation of the main budget is preceded by a speech by the 
Pinance Minister. The first part of the speech highlights the type of 
issues facing the economy and second part puts forth the main 
budgetary proposals including tax proposals and concessions. This 
IS followed by moving the Finance Bill in Parliament to provide legal 
validity to the budgetary proposals. Furthermore, Demand for Grants 
are presented for each Ministry ana Department with necessary 
details and division into heads, minor heads and sub-heads. 

It may be stated that in spite of sufficient information about the 
performance in the outgoing year and estimates about the coming 
year. Parliament comes into contact with only policy aspects of the 
budget. It is mainly these aspects which are highlighted. Parliament 
has no means of judging the accounting accuracy of these estimates. 

The next stage of control over public expenditure lies in the execu- 
tive set of the government itself. Here the general instructions are 
that public funds should be spent with utmost care, prudence and 
propriety to avoid wastage etc. Here the financial control is based 
upon two components. The first is that of fixing the standards of 
financial propriety which may involve the calling of tenders etc. The 
second is that of fixing the levels of responsibility. The Minisfry of 
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Finance has been given an overall responsibility to process and 
coordinate all proposals having financial implications, thongli matters 
of routine financial nature are handled by respective departn.ental 
heads and so on. A whole svstem of ruics and regulations ha*^ been 
devised to ensure that no official is able to misuse or misappropriate 
the funds. No amount can be spent (even when it has been provided 
for) unless a specific sanction is obtained from the appropriate 
authority. Also, in each department, there are accounts sections 
whose job is to effect the spending, while actual order to spend is 
issued by a different authority. Through all these intricate rules and 
regulations, it is sought to ensure that only that amount of money is 
spent which is legally available and which has been specifically 
authorized to be spent. It is also not permitted to divert the money 
from one authorized purpose to some other and it is expecie i to be 
spent with utmost propriety and care. 

The next stage of control over public expenditure comes with the 
auditing. The Auditor General of India audits the Governmtnt 
accounts, as also the accounts of the public corporalior s etc and 
prepares the audit reports. Tne accounts are audited with to 

their proper maintenance, observance of all the rules and regidations 
while spending the funds, and whether or not propriety ard caie were 
observed. However, the inherent weakness of the system auditing 
is that the government michinery gels geared to oiih audit objec- 
tions. It gels less concerned with efficient ways of spending and more 
concerned with technical faults (whether in good faith or not^. Efficient 
performance is not given any credit by audit reports out techni- 
cal faults arc pointed out and objected to. Thus the wlioic public 
spending has tended to be audit-oriented with the result li^al 'delays 
and unnecessary paper-wurk mount up at the executiv e r el. Each 
official tries to avoid that decision which could possibly atiract audit 
objection. 

This defect is b^ing indirectly removed t > some extent through the 
introduction of economic and functional classification, and perfor- 
mance and programme budgeting. Audit control cannot look ir*to the 
type of inefficiency and wastage that takes place on acci'un: of wrong 
policies (such as spending too much for consumption purposes and 
too little for c ipitai accumulation, or uplift of the weaker cctions of 
the society). Economic and functional classification tackles this 
problem to some extc’it by providing an insight into cconondc and 
other implications of the budgetary operations. SimiLiriy, perfor- 
mance and pr< 'gramme budgeting contributes to our u . ‘erslanding 
of the nature and extent of inefficiency and wastage. \Vc have 
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discussed this type of budgeting in another part of this book. 

The last stage of control over public expenditure is again with 
Parliament which has alw.us the right to inquire into any particular 
item of expenditure or a deal etc. which the government eniered 
into. Parliament, has constituted two specific committees to regularity 
look into certain aspects of public expenditure. The first is the Public 
Accounts Committee. It examines the Appropriation Accounts and 
Report of Comptroller and Auditor General to note the lapses on 
the part of the Executive and follows them with further investigations 
and enquiries if need be. It also examines the income and expendi- 
ture accounts and profit and loss accounts of autonomous bodies, 
public corporations, trading and manufacturing schemes etc. with the 
same objectives of legality, authorization, propriety etc. It may how- 
ever be noted that the task of the Accounts Committee, though verv 
helpful, is in the nature of a post mortem. It cannot anticipate areas 
of mismanagement to suggest preventive measures. 

The second committee of Parliament is the Estimates Committee. 
Its task IS III maintain an overall supervision of the financial affairs 
of the executive so as to indicate possible economies in expendiu re 
withviut loss of cfiiciencs. Consistent with policy underlying the 
estimates, it recommends possible reforms and improvements in 
efficiency It also suggests alternative policies for enhancing efficiency 
and the forms in which estimates should be presented to Parliament. 

TRENDS IN RECEIPTS 

Revenue Account. Having discussed the trends in Government of 
India expenditure, let us look at the revenue trends. Receipts of the 
Central Government are also divided into revenue and capital 
accounts. During the period 1950*51 to 1980-81, total revenue receipts 
of the Central Government multiplied by about 30 times from a mere 
Rs 405.86 crores to Rs 12127.3 crores. Of these the major poition 
has always been contributed by tax revenue which was Rs 357.0 
crores in 1950-51 and Rs 8725.0 crores m 1980-81. 

Starting with non-tax revenue w'c note the following main features: 

Firstly, administrative receipts have always remained quite small as 
compared with the total non-tax revenue receipts. 

Secondly, though net contribution by public undertakings appa- 
rently vhow an impressive increase, actually the performance of this 
category is not satisfactory. If we ignore the profits of the Reserve 
Bank of India, we find that the performance of public undertakings 
which include railways and posts and telegraphs also, has been not 
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ftt all impressive. The contribution of public underlakir gs other than 
railways and posts and telegraphs, was quite small throughout. Even 
the budget for 1980-81 puts their dividends and profits at only 
Rs 289.20 crores. This is all the more striking in the light of the fact 
that the total investment of the Government of India in these under- 
takings by way of investments, loans and advances has increased 
year after year. Some detailed account of these mailers will be found 
in the chapter on public undertakings in India. We may conclude 
that an important reason for the relatively slower increase in non- 
tax revenue is the failure of public undertakings to contribute llicir 
due share. 

The Third salient feature of non-tax revenue of the tiovernincnl of 
India is the steadily increasing interest receipts. The Government of 
India advances sizeable loans to State Governments, public under- 
takings and oth^T parties every year and as a result the interest 
receipts are steadily going up. 

The tax revenue of the Central Government mav be oivulcd into 
{/) taxes on income and expenditure, («) taxes on projscrtv .iiid capital 
transactions, and (/i7) taxes on commodities and services. Taxes on 
commodities and services provide the maximum revenue fohowed by 
ta.xes on income and expenditure while the contribution of laxes on 
property and capital transactions is only nominal. 

Taxes on income and expenditure consist of income tax and coi- 
poration tax. An expenditure tax on personal consumption was first 
imposed in 1958 in the wake of the recommendations made by Kaldor 
who had emphasised this tax as part of an integrated system ot direct 
taxes. The idea was toping the possibility of tax evasion and dis- 
courage unnecessary consumption. However, the lax vicld was quite 
small and its administration very difficult. It was abolishe 1 n 196? 
and was reintroduced in 1964 but was finally abandoned in 1906. In 
the Supplementary Budget of July 1974 a new tax on intcicst earnings 
of State Bank of India, and its subsidiaiics, the nationalised banks 
and the other scheduled banks was imposed under the Intoiest Tax 
Act, 1974 but was abolished in 1978-79. 

As between income and corporation taxc> the latter, though quite 
small in yield in the beginning, has caught up with yield from income 
tax. Compared with Rs 40.42 crores in 1 950^5 1, it has raced to 
Rs 1504.d crores by 1980-81 while income tax j^cld increased during 
the same period from Rs 132.73 crores to Rs 1426.0 crores. The net 
share of the Centre from income tax, however, has not increased as 
rapidly since successive Finance Commissions recommcmletl a 'arger 
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percentage share for the States.^ For example, in 1950-51, the State 
Governments got Rs 47.52 crores out of income tax receipts of 
Rs 132.73 crores; while in 1980-81 the\ got Rs 932.20 crores out of 
Rs 1426.0 crores. It may be noted that apparently the proportion 
of income tax proceeds going to the States is less than the specified 
percentage to which the States arc entitled. For example, if we take 
the year 1980-81, the States were entitled to 85% of the net proceeds 
of income tax, but the figure of Rs 932.20 crores is less than 85% of 
Rs 1426.0 crores. The explanation licN in the fact that before calcula- 
ting the States’ share certain deductions arc made. Thus in 1980-81 
the following deductions (totalling Rs 329.29 crores) were made. 
The figure Rs 1426.0 crores induJes Union Surcharge (Rs 215.0 
croies), taxes payable in respect of Union einolunients (Rs 21.0crores) 
and miscellaneous receipts Rs 15.0 crores. Out of the balance Rs 
1 175.0 crores the cost of collection (Rs 53.73 crores), and the portion 
attributable to Union Territories (Rs 24.56 r.^res) are deducted. The 
remaining balance (Rs 1096.71 crores) is di\idcd between the States 
. ' ^ the Centie in the ratio of 85:15 which gives the States a share of 
Rs 932.20 crores. 

The corporation tax, however, is not shared witli the States and 
as such the whole amount goes to the Centre. Corporation tax 
is defined by Article 366 of our Constitution. A part of income tax 
paid by the companies did not satisf\ clause (c) of this Article, and 
was shared with the States. In 1959-60, the law of income tax was 
changed in such a manner that the whole of income tax paid by 
companies came to satisf\ this clause and g(>t defined as corporation 
tax. This has prevented the share of the States from rising as fast as 
it c»therwise would have. 

Taxes on property and capital transaction s contribute only a small 
amount of revenue to the Government. In 1950-51, the yield from this 
category was barely Rs 3.81 crores and wveii in 1980-81 it was only 
Rs 101.88 crores. From the point of view of revenue, the most impor- 
tant tax here is that on wealth which was introduced in 1957 and 
which in 1980-81 was expected to bring in Rs 65 crores. According to 
Wealth Tax Act, 1957, it is an annual tax imposed on the net 
wealth of individuals and Hindu undivided families. But under the 
Fii ance Act, 1976 net wealth below I lakh in the case of an indi- 
vidual or a Hindu undivided faniil> is not taxed. The wealth tax pay- 


*The vielj from income tax N compulsorily shned with the Slates, though the 
percentage shares of the Slates and the Centro and other matters are decided only 
upon the recommendations of the Finance Commission. 
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able should also not exceed 5% of the amount by which the net 
wealth exceeds this exemption limit. Additional wealth tax is leviable 
on the value of land buildings (other than business premises) and 
rights therein, situated in an ‘urban area,’ which is included in the net 
wealth of an individual or a Hindu undivided family. Under the 
Finance Act, 1969 the value of agricultural property held by indivi- 
duals and Hindu undivided families was also brought within the 
purview of the Wealth Tax Act subject to certain limits. The net 
collections of wealth tax attributable to agricultural property are 
payable to the Slate Governments as grants-in-aid. 

The second position in terms of tax yield in this category is occupied 
by Stamps and Registration followed b> Estate Duty (whose entire 
proceeds are assigned to the States) and gift tax. The gift tax was 
introduced in 1958 as a part of the integrated system of direct taxes 
as recommended by Kaldor. A tax on gifts was meant to present 
evasion of expenditure tax, wealth tax and estate duty. Gift tax is not 
imposed upon gifts ot small values and the rate of tax is determined 
on a slab system. However, it may be noted that Kaldor had 
recommended progressive rates of gift tax not with reference lt> the 
value of the gift but with reference to the net worth of the recipient. 
From the revenue point also, this tax is not of much importance. 
The e.state duty was levied in 1953. The net proceeds t.f estate duty 
on agricultural lands are assigned to the States in which these are 
collected. The net proceeds of estate duty on property other than 
agricultural lands are divided between the Stales on a different basis 
as described in an earlier chapter. 

Taxes on commodities and services have always provided the maxi- 
mum revenue to the Government. In 1950-51, their yield (net of 
states’ share) was about 77% of the total tax revenue while in 1980-81 
about 76. 1 % came from this source. In absolute terms, these taxe.s 
have been the backbone of the Government of India revenue, 
providing Rs 227.49 crores out of Rs 357.0 crores in 1950-51 and 
Rs 6646.63 crores out of Rs 8725.01 crores m 1980-81. One reason 
for this rapid growth is the need to raise additional tax revenue and 
the inability of the authorities to raise direct tax revenue. Though the 
administration of both direct and indirect taxes has been weak and 
has allowed a good deal of tax evasion and avoidance, the possibility 
of extending the tax coverage and raising the- rates has been more 
in the case of indirect taxes. The Central Government imposes a 
number of excise duties and the yield from them has been increas- 
ing at the most rapid rate. Thus, while in 1950-51, Union excise 
duties yielded Rs 67.54 crores, by 1980-81 the figure stood at Rs 
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6067.90 crores. A look at the successive Union excise revenue figures 
shows that the revenue under this head more than doubled from the 
First Plan to the Second and from the Second to the Third. During 
the three Annual Plans the yield was about as much as for the five 
years of the Third Plan while the figure for the Fourth Plan crossed 
Rs 10,270 crores (that is 2.9 times than what it was in the Annual 
Plans). The same striking fact is also revealed by year to year varia- 
tions in the yield under this head especially during the Fourth Plan 
and after. Union excise duties are levied on a large number of items. 
In the budget for 1980-81, in addition to coal and electricity genera- 
tion, basic duties of excise were payable bv 131 items. Special duties 
of excise at the rate of five per cent of the basic duties were also 
imposed on these 131 items. Fifteen items were subject to cesses and 
three were subject to additional duties in lieu of sales tax. All other 
items not specified elsewhere were subject to an ad valorem dut\ of 
eight per cent. The bulk of the excise revenue, however, comes from 
a small number of items in basic excise duties. For example, accord- 
ing to the 1980-81 budget only 27 items including electricit> genera- 
tion yielded more than Rs 40 crores as basic excise duties and 
collectively accounted for 80% of a total of Rs 5553 crores of basic 
duties. Excise revenue has partly gore up due to wider coverage and 
enhanced rates. But on several commodities it is on ad valorem basis 
and a rise in prices has also pushed up the >icld. 

The 1975-76 budget introduced a new concept, first mooted in 
Bhoothalingam Report. Till then the Central excise duties were being 
levied on only certain specified goods. But now the budget aimed at 
achieving two objectives, namely (i) to widen the coverage of taxable, 
goods, and (ii) to provide more reliable data for future revenue 
raising exercises. 

Accordingly, the budget proposed to cover, with a few exceptions, 
all goods produced for sale or other commercial purposes under the 
Central excise. All items which were not already subject to excise 
duties were to be charged a duty at the nominal rate of one per cent 
ad valorem. Though the aim was to cover all factories as defined in 
the Factories Act, 1948, for administrative convenience and other 
reasons quite a few exemptions had to be granted. This levy was 
expected to yield a revenue of Rs 24 crores. The rate of this duty was 
raised to two per cent in 1977-78 and to five per cent in 1978-79, and 
8% in 1979-80 with the expected yield of Rs 280 crores. Critics of 
the new system of levy have vigorously emphasised the administra- 
tive difficulties, relatively low yield and a high cost of collection of 
this set of duties. But experience shows that there is a case for the 
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retention and extension of this set of duties. Actually, the question 
of devising a proper rationale and structure of indirect taxation has 
been debated for quite some time. There have been suggestions that 
the entire indirect taxation should be replaced by a kind of value- 
added s\stem (see the Section on Jha Committee Report). Similarly, 
direct taxation of companies, it has been pleaded, should be based 
upon expenditure instead of income. 

The increase in customs revenue was slower in earlier years, but 
picked up during the Fourth Plan. The budget estimates for 1980-81 
put the hgure at Rs 3004.00 crores. This behaviour of customs revenue 
corresponds with that of the volume of foreign trade. However, it 
should be noted that a major portion of this revenue comes from 
import duties, since the authorities do not think it desirable to ham- 
per the growth of exports by imposing heavy export duties. Thus, 
for example, export duties (gross) amounted to only Rs 47.36 crores 
in 1950-51 as against Rs 107.70 crores by way of import duties in 
the same period. By 1974-75, while import duties had increased to 
Rs 1235.4 crores, export duties were only Rs 94.2 crores. In 1979-80, 
the import duties recorded Rs 2660.81 crores and export duties, 
Rs 126.19 crores. The figures for 1980-81 BE are Rs 2817.26 crores 
and Rs 155.24 crores respectively. 

Other taxes and duties in the category of ‘taxes on commodities 
and services’ include such taxes which arc generally levied by the 
State Governments and which in this case are coming from the Union 
Territories such as State excise duties, taxes on vehicles, sales tax, tax 
on passengers and goods, taxes and duties on electricity etc. 

Capital Accoant. Capital receipts mostly consist of borrowings of 
different kinds and repayments of loans and advances by other 
debtors to the Government of India, fn Table 20.7, capital receipts 
by way of loans are shown not on gross but on net basis (that is 
gross borrowings minus the repayment of loans). It is seen that net 
internal loans (consisting mainly of market borrowings) have increas- 
ed only slowly, so that even in 1980-81 BE the figure was only 
Rs 2499.66 crores. This is partly explained by the fact that the gene- 
ral public does not invest in dated loans of the Central Government. 
Subscriptions to market loans come from institutional investors like 
the Reserve Bank of India, Life Insurance Corporation etc. The 
overall economic policies of the Government ’do not enable even 
these institutional investors to invest much in ‘Government loans. 
The interest rate structure of government loans does not make them 
attractive enough to the investors. Actually most of these market 
borrowings have been subscribed to because the market is a captive 
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one. The loans from the general public are obtained in the form of 
small savings, provident fund, etc. 

External loans Inet) have increased quite rapidly over the period 
under consideration. From a bare net hgure of Rs 7.75 crores in 
1950-51 they have crossed Rs 1 119.11 crores in 1980-81. With the 
progress of planning and industrialisation, our import requirements 
of various kinds far outstripped our exports, necessitating large scale 
external loans and grants. With the progress of the economy, our 
external loans also went up. 

A significant source of capital receipts is the repayment of loans 
and advances by the debtors to the Government of India, fn 1979-80 
budget, these repayments are shown at 2733.00 crores. Figure for 
1979-80 is lower on account of debt relief recommended by the 
Seventh Finance Commission. Over the years, the Centre has been 
giviiig loans and advances to State Governments, public undertakings 
and other parties — with their payments falling due in ever increasing 
amounts. 

Other sources of capital receipts include small savings, compulsory 
deposits, reserve funds, etc. Tlie combined receipts under this head 
have increased very appreciably (including the collections of small 
savings). In 1980-81, these capital receipts were Rs 2488.75 crores 
against Rs 58.28 crores in 1950-51. The small savings included in 
these figures are Rs 1000.00 crores and Rs 33.52 crores respectively. 
This figure indicates the growing importance of miscellaneous items 
like reserve funds, deposits, etc. in the capital receipts of the Central 
Government. 

Deficit Financing 

In an underdeveloFcd country like India, deficit financing has a 
constructive role to play, though an excessive close of deficit financing 
is obviously harmful. Economic growth brings in its wake increasing 
monetization of the economy. That is to say, economic activities 
financed through money and other financial assets increase. In order 
to provide adequate facilities for tliis transition, it is essential that 
money supply in the country should grow at an appropriate rate and 
deficit financing is an important means of increasing money supply. 
Furthermore, economic growth can be sustained only if there is a 
sound financial system in the economy which implies the presence of 
a variety oi financial assets in adequate amounts. And as the private 
credit structure is ba‘<ed, in the final analysis, upon government credit, 
public debt comes to play an indispensable part in the growth and 
■economic health of the country. 
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Apart from this indirect necessity of deficit financing, the Govern- 
meiit has to take an active part in accelerating capital accumulation. 
One way of doing this is to undertake the responsibility of shifting 
the productive resources of the economy into capital goods sector 
and social overheads, develop basic and key industries and provide 
the necessary infrastructure in the form of training, education and so 
on. All this means large scale expenditure on the part of the govern- 
ment for which it may not be able to raise equivalent tax resoutces. 
In India we have faced the same problem. The revenue requirements 
of the government hav^ always been outstripping its availability and 
investments in public undertakings have not yielded enough of com- 
mercial surplus. The gap, therefore, had to be filled through bonow- 
ings and deficit financing. It must be remembered that in India, deficit 
financing is the excess of expenditure over revenue inclusive of receipts 
fri'^m certain borrowings. More precisely, deficit financing is 
that part of the expenditure which is met by (/) wa>s and means 
advances, (//) drawings down of cash balances, and (m) borrowings 
through the issue of treasury bills. 

I he facility of ways and means advances has not been utilized 
since J943 and drawing down of cash balances can take place repeat- 
-cdly >car after year in a cumulative fashion only up to a limit. Issu- 
ing of treasury bills, therefore, becomes the main method of financing 
the deficit. 

It must be remembered that deficit financing implies creation of 
extra purchasing power in the hands of the Government which is then 
utilized for purchasing away resources from the market. Therefore, 
the first important impact of deficit financing is a net addition to the 
demand without a corresponding addition to supply. Moreover, these 
resources, even if they are used for capital formation, have usually a 
long gestation period. The production from these investments starts 
CO Ting to the market only after the lapse of some time. The process 
of investment expenditure, on the other hand, brings purchasing 
power into the hands of the public and adds to demand immediately. 
All told, therefore, unless deficit financing is wdthin the limits set by 
the expansion of monetization and expansion of output, inflationary 
pressures develop. 

Actual deficit financing, it appears, could be within tolerable limits 
only during the First Plan. During that period the deficit financing 
amounted to about Rs 420 crores. The Second Plan saw a greater 
resource gap and in spite of increased borrowings (both internal and 
external) deficit financing touched Rs 948 crores. During ihe First 
Plan we were able to draw upon our sterling balances which provided 
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a cushion against any excess of demand over supply. In the Seccnid 
Plan, however, there wa.s no such cushion available. Among other 
reasons, therefore, deficit fuiancirg coDtribulcd its mite to the 
inflationary pressures and prices went up by about 32% during the 
Second Plan. In spite of this drawback of deficit financing, the 
authorities have not been able to keep it witliin safe limits for >ears 
together. During the Thiul Plan, for example, a deficit financing of 
Rs 550 crorcs was stipulated, but actually it turned (»ut to be Rs 1133 
crores, resulting in 30% increase in prices. In the late i Nears a \o, 
the \ cry process of price rise together with various additional un- 
foreseen commitments in terms of providing dearness allowance, 
pa\ revisions, relief against natural calamities and defence measures 
have led the government U- cross the safe limits of deficit financing. 
For examp’e, events preceding Indo-Pak War of 1971 and the War 
itself contributed to this deficit. The need to aid States in providing 
relief against natural calamities and schemes adopted to provide 
employment relief on a crash programme basis added to the pressures 
making for increased deficit financing. There have been strikes, 
revision of pay scales and allowances (in pursuance of the recommen- 
dations of the Third Pay Commission) and general increase :n 
Government expenses due to higher prices which have made it im- 
possible for the Government to contain deficit financing. These 
forces have far outstripped the measures like compulsorv depi'^sit 
scheme and additional taxation. Actually, additional taxation, on 
account of its taxing of inputs and intei mediate goods has iscll 
been inflationary in nature, tluieby iicccssilating still greater deficit 
financing. The reluctance cT ihc States in resource mobilisation, 
their general financial indisciplint and overdrafts from the Reserxe 
Bank have also forced the Centre towards greater deficits. The 
successive figures of deficit fn m 1970-71 to 1979-80 (BE) are: Rs 
326 crorcs, Rs 460 crorcN; Rs 831 crorcs; Rs 650 crorcN; Rs 721 
crorcs; Rs 368 crorcs; Rs 135 crorcs; Rs 975 crores Rs 1505 croto>, 
Rs 2700 crores and Rs 1235 croies. 

We mu-^i remember that e\cn in the accounting sense deficit finan- 
cing would ha\c been larger if the Government had not ‘funded’ ad 
hoc trcaMiry bii’s, that is to sa\ if periodically some treasury bills 
had not hive been replaced by long-term dated government ^eciintics. 
(As we have noted earficr, bc-rrowng through long-term securities is 
not c, iinted as part of deficit financing even though its impact on 
demand, prices and money supply might turn out to be the same as 
when the Government borrows through treasury bills.) 

Since 1958, the Government has funded treasury bills on a regular 
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basis. The total amount of treasury bills funded between 1958-'^9 
and 1978-79 was Rs 1925 crorcs. And if note is taken of these 
fundings, the figures of deficit financing would appear much bigger. 
Also in addition to the Central Government’s borrowings from the 
Reserve Bank of India, the State Governments have been resorting 
to overdrafts from the Reserve Bank of India which also adds to the 
demand and inflationary forces in the country. 

It goe> without saying that vigorous steps are needed to eradicate 
or at least contain the evil of inflation. If inflationary rise in prices is 
allowed to persist, all planning and developmental efforts are thrown 
out of gear. The Government itself finds its expenditure increasing 
which forces it to iiicrease money supply, resort to deficit financing 
and borrow. These actions of the government further feed the fires 
of inflation. A seller's market develops which bieeds inefficiency and 
artificial scarcity. Due to reduced availability of supp'ies, the exports 
suffer, causing balance of pa>ments deficit. Incomes get redistributed 
in favour of richer sections of the society. While the organized 
labour may be able to secure some neutralizing increase in their 
money vvages, the unorganized labour suffers more. Inflation is also 
a great disincentive for savings sii ce the real purchasing power of 
savings keeps on falling. Long-term projects become more expensive. 
Inflation breeds a lot of economic and social discontent. Further- 
more, inflation tends to distort the asset preferences of the people. 
They try to go in for real as'^cts. Ariificial scarcities, hoarding of 
goods in anticipation of greater profits and various other socially and 
economically undesirable practices come up. And worst of all, 
inflation starts feeding upon itself. Speculative purchases and hoard- 
ing practices add tc' the difficulties. Inflation alj'O brings in a hidden 
taxation since the tax liability increases with rising nominal incomes 
and prices while the real purchasing power of money incomes docs 
not. Inflation also generates and feeds inequalities of income and 
wealth. Therefore, those whose incomes do not increase rapidly 
enough, lose by way of additional taxation as also by way of reduc- 
ed purchasing power of their money incomes. There can be no two 
opinions about the desirability of containing inflation. But a policy 
directed to this end must not be confined to only fiscal measures. 
Avoiding deficit financing is only one of the many steps which the 
authorities have to take for curbing inflation. Steps to increase out- 
put, checking tax evasion, flushing out black money, curbing of hoard- 
ing, prevention of smuggling and other unlawful activities and similar 
other steps must accompany the avoidance of deficit financing. 
Monetary measures must be taken to check money supply and credit 
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expansion. For this, selective credit controls and the like are needed. 
It may be emphasised that it is through a variety of these steps that 
the Government was able to contain inflation for some period since 
September 1974. Every sign of laxity in anti-inflationary measures 
has threatened to push up prices. The need for a continued vigil for 
containing inflation cannot be overemphasised. 



21 THE INDIAN TAX SYSTEM; 
CERTAIN ISSUES 

OBJECTIVES OF TAXATION 

Objectives of a tax system in an economy cannot be considered in 
isolation from other relevant factors. They are intimately connected 
with the overall economic and non-cconomic policies of the govern- 
ment, the non-tax components of its fiscal policy and institutional 
and other circumstances faced by the economy. As a result, objectives 
of a tax system in a developed country tend to differ significantly 
from those in an underdeveloped country like India. It must also be 
remembered that a number of these objectives can be contradictory 
and the tax system would have to include diverse taxes with their 
CO lage and rate differentials so as to achieve the best possible 
results. Also a tax system, by itself, cannot be expected to achieve 
the set goals fully. It has to fit in the overall set of policies and 
measures of the government. 

Ihe search for an ideal tax system has given rise to an opinion 
that the indirect taxation should consist of the value added tax only 
and the direct taxes should be consolidated into one. Even in India, 
while the Indirect Taxation Enquiry Committee (Jha Committee) 
was requested to study the feasibility of introducing VAT, the 
Direct Taxes Reforms Committee (Choksi Committee) was asked to 
consider and recommend on “the advisability of consolidating the 
laws I elating to income tax, sur tax, wealth tax and gift tax into one 
Act or m any event providing a consolidated return for these taxes.” 
Though VAT has been adopted in some European countries, they 
have not dispensed with other forms of commodity taxation such as 
excise duties or consumption taxes. Similarly, the VAT system in 
developing countries is not as comprehensive as in the European 
countries. The developing countries have incorporated many exemp- 
tions, multiple rates and so on for policy and administrative reasons. 
This indicates that in spite of many advantages which VAT has over 
other forms of commodity taxation, most countries (and especially the 
underdeveloped ones) find that revenue raising with neutral taxes is 
not the only objective which the government should pursue. For an 
effective.guidance of the economy indirect taxes should have selective 
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coverage and rate differentials. Similarly, it can be easily argued that 
different direct taxes should be coordinated and made to supplement 
each other. Each direct tax has its own set of purposes. They should 
not be merged into a single tax. Instead they may be assessed 
through the mean of a single comprehensive return with coordinat- 
ed information, compatible rates, and so on. 

Objectives of Taxation in a Developed Country. The prob- 
lems of a developed country are materially different from those of 
an underdeveloped country. A developed country doesn’t have to 
worry about accelerating its rate of economic growth; for it the 
problem of releasing productive forces does not exist. It has ade- 
quate capacity to save and invest. Similarly, in spite of the fact 
that it may have very wide inequalities of income and wealth, the 
problem of distributive justice is not an urgent t)ne. Generally, the 
incidence of absolute poverty is very limited in a developed country. 
The main problem facing a developed market economy is that of 
instability of income and employment and the tax system should be 
geared to attack it. 

In this connection, the general prescription as provided by Key- 
nesian and Lerner’s theories would he that taxation should be used 
to generate anti-cyclic changes in total expenditure and demand in 
the economy; they should be pushed up to counteract depression 
and reduced during boom periods. Keynes had concentrated his 
attention upon the state of a chronic depression which was to be 
cured by increasing effective demand. Hence, the Keynesian remedy 
would be to reduce taxation (for encouraging expenditure in private 
sector) coupled with a deficit budgeting. More specifically, his ap- 
proach would imply reducing tax liability of those tax p.iycrs who 
have a high marginal propensity to consume. Lerner's remedy of 
compensatory fiscal finance would similarly advocate a reduction in 
taxation during depression and an increase in it during boom. Also 
taxation in the field of customs duties can be varied to bring about 
desired changes in the balance of trade of the country. Care should 
however be taken to use these duties after considering the elasticities 
of supply and demand of the affected export and import items. 

The above prescription gets modified in the context of balanced 
budget multiplier. According to the balanced budget multiplier, an 
expansion (contraction) of the budgetary expenditure, even though 
fully balanced by increased (reduced) taxation would be expansionary 
(contractionary) in effect. This implies that a depression can be 
remedied even by increasing taxation provided public expenditure 
is also increased correspondingly; similarly, a boom can be cured by 
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a reduction in taxation provided public expenditure is also reduced 
by the same or larger amount. These remedial measures assume 
that a developed economy is competitive enough v^ith adequate factor 
mobility. To the extent that these conditions are not satisfied and 
the economy is not able to adjust itself quickly, taxation loses its 
ability to act as a weapon of stability. In recent years, developed 
market economics have started acquiring numerous rigidities origi- 
nating from monopoly elements in manufacturing and trading sectors, 
strong and militant trade unions and so on. The result is a stickiness 
of wage rates on the one hand and monopoly profits on the other. 
Such economies are now witnessing the phenomenon of coexistence 
of stagnation of demand, unemployment and inflationary pressures. 
Taxation by itself is not able to eradicate thc’^e rigidities and to that 
extent any tax policy would fail to cure eithei inflationary price rise or 
stagnant demand and unemployment. For effective remedies, measures 
other than taxation would have to be resorted to. 

Objectives of Taxation in Underoeveloped Countries (with 
special reference to India). In this case the primary objective is 
not that of in^tabilit) of income and employment. Instead such a 
country faces a number of problems connected with economic growth 
on the one hand and removal of poverty and inequalities on the 
other. In India, we have the additional problem of chronic un- 
employment and regional disparities also. The above considerations 
enable us to lay down certain objectives which the tax policy in a 
country like ours should try to pursue. We may start with the view 
that such an economy must try to come out of its vicious circle of 
poverty and that the government and public sector have to play an 
active role in this task. It may be noted that the problem of growth, 
by itself, covers numerous aspects and the taA s>stem may be de- 
signed to help the economy in more than one wa>s. Thus, an 
underdeveloped countr> faces the problem of insufficient savings 
and capital accumulation. There is a need to promote specific pro- 
ducts to fill both the supply and demand gaps. Social overheads haye 
to be created and n.ainlained, and key and basic industries must be 
developed to provide a foundation for the industrialisation of the 
economy. Removal of regional disparities necessitates the promotion 
of agricultural and industrial development in backward areas of the 
country. There is abo a continuous need to restrict unnecessary 
imports and promote import tsubstitution and exports. 

Accordingly, the government would have to pursue a tax policy 
designed to curb unnecessary and conspicuous private consumption 
and yield increasing revenue to the government. Therefore, from 
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the point of view of total resource availability to the authorities, the 
tax system shou’d conform to the criteria of buojancy and elasticity. 
There will have to be an increasing coverage of the tax net in both 
direct and indirect taxation. However, it must be noted that there is 
no definite proportion betwten the two components which may be 
considered optimum here. Of course, in our country, for various 
reasons, indirect taxation would have to provide a predominant 
proportion of the total tax revenue. But this fact should not deter 
the authorities in pursuing certain other objectives simultaneously. 
For example, since indirect taxation is patently pro-inflationary, 
inputs and intermediate goods should be exempted or should be 
taxed only nominally. Similarly, in order to subserve the objective 
of equity, luxuries and articles of conspicuous consumption should 
be taxed heavily while necessities should generally be spared and 
some articles of mass consumption may be taxed only at low rates. 

Equity and resource mobilisation considerations also dictate that 
the tax burden should be evenly distributed as between sectors and 
as between individuals. In India, for example, agricultural sector 
is taxed lightly compared with non-agricullural sectors. Over 40% 
of our national income originates in agriculture, but its contribution 
to the tax revenue is quite small. Equity demands that the rural rich 
should be subjected to greater tax burden than at present. Similarly, 
as between individuals, taxation should be highly progressive. In 
terms of legal provisions, they are so in India, but on account of 
large scale tax evasion, they are not sufficiently progressive in effect. 
To be more precise, the whole tax system, as it operates in practice, 
is highly burdensome for the honest tax payer and favourable to the 
tax evader. Given this fact, we should emphasise that the impact 
of direct taxation at the margin should be minimized. Exorbitant 
tax rates at the margin militate against earning of income and 
savings, unless the tax payers succeed in large scale tax evasion. Such 
a state of affairs creates an unhealthy situation in which the parallel 
or black economy assumes ever-increasing importance. 

The tax system should be so designed as to promote private sav- 
ings on the one hand and direct them into investment in priority in- 
dustries on the other. Various exemptions and rebates should be in- 
corporated in direct taxes which can be availed of through contri- 
buting to savings. Regarding promotion of investment along priority 
lines, a host of measures can be adopted provided the priorities are 
decided unambiguously. Thus apart from general tax concessions 
(like tax holidays and initial depreciation allowance etc.) for raising 
the level of investment in the economy, investment in specific lines can 
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be encouraged through additional tax concessions. These additional 
concessions can be used for accelerating the pace of import substitu- 
tion, for investment in priority industries and in backward districts. 
Further, tax concessions may be used for encouraging the use of la- 
bour intensive techniques which would help in solving our unemploy- 
ment problems. Some economists like Enke {Economics for Develop- 
ment, Prentice-Hall, 1963, p. 248) maintain that even in a deve- 
loping economy tax system shou'd be neutral as regards its effects on 
resource allocation. Carter Commission says that a tax system should 
not extend tax concessions to particular types of incomes. But these 
views are based on the assumption that the market allocation of re- 
sources reflects the true needs and growth priorities of the society. 
This is generally not so in an underdeveloped country. Moreover, irres- 
pective of what the theory may say, even direct taxes are not neutral 
between resource allocation. Instead of leaving resource allocation 
to the vagaries and whims of market forces, it is preferable to use 
the tax instrument to divert the s >me along desirable lines. Taxes can 
be used to alter the consumption pattern of the households, techni- 
ques of production, and relative profitability of various investments. 
Depending upon the elasticities of demand and supply of various 
imports and exports, customs duties can be used to remedy balance 
of trade, curb unnecessary imports and encourage import substitution. 

The tax system of developing country should not ignore the limita- 
tions of its administrative machinery. Thus we may find that theore* 
tically VAT is an ideal form of indirect tax, but if it cannot be 
adopted under present conditions, we should sett'e for another form. 
Similarly, expenditure tax may score over income tax in theory, but 
its adoption must be decided only after ascertaining the administra- 
tive capability of the tax machinery. It is damaging to have a tax 
which cannot be administered. Again, there mav be certain taxes 
which are expected to grow in importance with the passage of time 
and economic growth. It may be that at present they cannot yield 
adequate revenue, but if they are likely to present extreme administ- 
rative difficulties later on, they should be introduced now. There 
should also be a continuous effort to maintain the simplicity of tax 
laws to the extent feasible. 

It may be noted that it is not an easy task to introduce an optimum 
tax structure in an underdeveloped country like ours. Thus, as we 
have noted above, there is an inevitable conflict between refined poli- 
cies and the ability to execute them. Various characteristics and insti- 
tutions of an economy may come in the way of adopting an ideal tax 
system such as the paucity of data, level of education, cultural patterns 



456 Public Finance 


etc. A tax s>stem has to be a politically acceptable one and has to be 
in conformity with administrative capabilities of the authorities. 
Moreover, several taxes tend to work at cross purposes. An equitable 
and progressive tax system is likely to be a disincentive for saving 
and capital accumulation. A system of capital gains discourages 
building up of specific capital assets. A country like India suffers 
from the characteristics of what is called a dual economy. This also 
poses its own problems in devising an efficient and optimal tax 
structure. 

From the above discussion, we can easily sec that there is a case 
for commodity taxation in a country like ours, but this taxation 
should be selective, both with regard to coverage and with regard to 
rates. The need for a selective coramoditv taxation follows from the 
need for resource mobilisation on the one hand and the considera- 
tions of equity on the other. At the same time, the tax pattern must 
recognize the administrative limitations and commodity taxation 
should be the one which can be administered effectively. Similarly, the 
inflationary nature of commodity taxation should not be lost sight of. 
This implies that taxation of capital goods, raw materials and other 
intermediary goods should be avi ided since they have a cost-cascad- 
ing effect. Commodity taxation should therefore concentrate on final 
consumption goods only and there also the rates and coverage should 
be highly selective. While luxuries and articles of conspicuous con- 
sumption should be taxed highly, articles of mass consumption .should 
be taxed at very low rates. Similarly, it should be noted that indirect 
taxation is considerably effective in its allocative effects. This potenial 
of indirect taxation can be fully exploited through appropriate choice 
of commodities to be taxed and the rales thereof. 

Direct vs Indirect Taxes 

Indian tax system relies heavily on indirect taxes. Table 21.1 shows 
the relative percentage of direct taxes (net) and indirect taxes (net) in 
the total net tax revenue of the Central Government. (The tax re- 
ceipts of the States consist of their share in Central taxes and their 
own tax revenue. Over 90% of the latter category consists of indirect 
taxes like sales tax, excise duties, registration and stamps, electricity 
duties, entertainment tax, motor vehicles tax etc.) It is seen that with 
the progress of planning, reliance on indirect taxes increased and has. 
hovered around 75%. And if we take gross tape revenue, the weightage 
of indirect taxes would appear to be still more. An important reason 
for this trend is the rapidly rising financial requirements of the 
Government compared with a limited scope td raise direct tax revenue. 
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Per capita income in India is quite low and there arc large inequalities 
of income and wealth. I he result is that only a small fraction of the 
Indian population comes within the net of direct taxes. The number 
of income tax-payers is quite small and that of v\e:ilth tax-payers quite 
negligible. The two most impe^rtant sources of direct tax revenue arc 
income lax and corporation tax while gift tax and wealth tax arc able 
to provide only a small amount The yield from expenditure tax was 
very close to zero. The rales of direct taxes arc highly progressive. 
As such the scope to inci case yield from direct taxes has remained 
a limited one. Actual yield from direct taxes, therefore, did not 
increase as fast as the growth in national income and economic 
activity would permit, more so because of lar^c scale tax evasion. 
Moreover, there is a large scale evasion of personal direct taxes. The 
yield from income tax has not increased as rapidly as that from the 
corporation tax. Thus, one may conclude that basically the yield 
from direct taxes can be expected to increase either through increased 
economic activities or through plugging the lax evasion. 

Indirect Taxes, on the Other Hand, Stand on a Different Footing. 
Firstlw they can be used to spread the tax net wider so that everyone 
makes a contribution to the cause of nation-building. Secondly^ they 
arc easier to impose and their rates can be revised with comparative 
ease. An important leason for a rapid increase in indirect taxes lies 


TABLE 21.1 

Direct and iNOiRrcT Tax Rfvfnul: or run Govfrnmfnt 
OF iNDUV 


{Rs in crores) 


Period 

Direct Ta\es 
(net) 

%os'e to Total 
Tax Revenue 

Indirect 

Taxes 

(net) 

io Total 
Tax Revenue 

Total Tax 
Revenue 
(net) 

1950-51 

129.5 

22,9 

m.5 

77.1 

357.0 

First Plan 

600.6 

30.4 

1372.9 

69.6 

1973.6 

Second Plan 

869.0 

29.1 

2125.7 

70.9 

2994J 

Third Plan 

1949.9 

29.3 

4708.2 

70.7 

6658.1 

Annual Plans 

1505.6 

25.5 

4'»8^.9 

74.5 

58S9.5 

Fourth Plan 

3229.6 

21.6 

11689,1 

78.4 

14918.7 

1974-78 

5978.9 

24.2 

18769.0 

75.8 

24747.9 

1978-79 

1841.9 

21.5 

6726.4 

78.5 

8568.3 

1979-80 

1914.1 

23.3 

6.^04.6 

76.7 

8218.7 

1980-81 

2078 4 

23.8 

6646.6 

76.2 

8725.0 


Source: RBI Bulletin (Various Issues) and Explanatory Memorandum on the 
Budget of the Central Government, 1975-76 to 1980-81. 
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in their wider coverage from }ear to vear as also upward revision of 
many tax rales. Sii cc excise and customs duties arc in several cases 
on an ad valorem basis, the yield from them has been clastic not only 
with respect to increased economic activity, but also with respect to 
price changes. Thirdly, with a proper and judicious selection, indirect 
taxes can also be made progressive. To this end, luxuiies and 
goods of conspicuous consumption should be taxed heavily while 
goods of mass consumption can be taxed at low enough rates. It 
may not be possible to introduce enough progressivity in the tax 
system if reliance is had on direct taxes only. The extent of steepness 
in the required progressivity is likely to act as a damper on produc- 
tive efforts. Therefore, progressivity of direct taxation should be 
supplemented with that of indirect taxation. Moreover, unless the 
basis of direct taxation is shifted fiom income and wealth to expendi- 
ture, it is not possible to curb conspicuous, unnecessary and wasteful 
consumption by the richer sections. Therefore, indirect taxation be- 
comes an essential element of a balanced tax system. Fourthly, indirect 
taxation can be a powerful instrument through which the resource- 
allocation of the economy can be influenced. An appropriate set of 
indirect taxes with appropriate rates may be designed so as to encou- 
rage investment in priority industries and labour intensive industries, 
to promote import substitution and help exports and the like. 

But there is a need to reform the existing indirect taxation in India. 
The practice of taxing inputs and intermediate goods has had the 
cost-cascading effects and increasing (and repeated) tax liability at 
different stages of production. (Incidentally, inflationarv trends have 
helped the government in ratsing larger amounts of revenue from 
indirect taxes.) Similarly, there also exists the obnoxious practice of 
levying octroi duties and terminal taxes by local bodies. Means should 
be found to compensate the local bodies to relieve them of the neces- 
sity of levying octroi and terminal taxes Similarh, though it is not 
feasible to introduce VAT, steps should be taken to concentrate in- 
direct taxes on finished goods only and avoid the taxation of inputs 
and intermediate goods as suggested by the Jha Committee. 

It is implied in the above discussion that commodity taxation in 
India ought to be selective in character in order to achieve the above 
mentioned objectives and meet other criteria of a good lax system. 
This is more so in the absence of the VAT. VAT, in its ideal form is 
a non-selcctive form of commodity taxation: a VAT which is selective 
in its coverage and rates, providing various exemptions and sets of 
rates is highly difficult to administer and not very suitable to the ad- 
ministrative capacity of an underdeveloped country like ours. For our 
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economy, planning and growth policies: include ceitain definite objec- 
tives. A given commodity tax is likely to ha\c more than one effect 
in the economic system. And to that end, commodity taxation has to 
be selective in both coverage and rates. 

It is generall> felt that the division between direct and indirect taxes 
may have met the revenue objective of the Government, but it has 
not reduced inequalities of income and wealth. The forces contribut- 
ing to inequalities arc far stronger. The avenues and possibilities 
of adding to incomes and wealth have been favourable to the richer 
sections of the society. Moreover, there has been a good deal of tax 
evasion in both direct and indirect taxes, and this has also added 
to the inequalities since the evasion of indiiect taxes also goes into 
richer pockets. Furthermore, in themselves indirect taxes are mostly 
regressive and there has been a greater reliance on indirect taxes. 
Actually in the field of direct taxes a few measures are believed to 
have contributed to income inequalities. These measures include tax 
concessions for industrial growth and incentives in the form of 
import entitlements. Whatever contribution budgetary policy is to 
make towards reducing inequaUties, has been made mainly through 
public expenditure. Any undue reliance on indirect taxes for this 
purpose is not likely to be practical so long as we rely upon market 
mechanism and free enterprise for economic growth. Moreover, for 
revenue reasons, a huge number of items have to be taxed which 
make the indirect tax system as a whole regressive. It is felt that 
relatively low incidence of tax on agriculture has also contributed 
towards increasing the reliance of authorities on indirect taxation. 
Agriculture accounts for a very large chunk of our national income, 
but the tax revenue from this source is not commensurate with its 
growth. Agricultural income can be taxed only by States and is taxed 
only marginally. 1 he fact that agriculture has not been taxed suffi- 
ciently both directly and indirectly is forcing both State and Central 
Governments to concentrate their tax effects on industrial and 
services sectors and the commodity taxation has been pushed up 
more than proportionately. 

C OMMENTS ON INCOME TAX AND CORPORATION TAX 

Income Tax, According to our constitution, taxation of agriciiltuial 
income is reserved for the States, while the Central Government levies 
tax on non-agricultural incomes only. Furthermore, the net proceeds 
of income tax are to be shared with the States. The percentage share 
going to States, as also the shares of individual States vis-a-vis each 
other, are decided on the recommenJation:> of the Finance Commis- 
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sion. In India, in additic»n to the income tax proper, there has been 
a super tax on incomes exceeding a certain limit, and various 
surcharges. One can mention, for example, the Surcharge (Union), 
Surcharge (Special), and Additional Surcharge (Union). The income 
tax which is imposed on corporate incomes has been variously called 
super tax or corporation tax. 

Income tax was introduced in India in 1860 but was discontinued 
after a few years. It was reintroduced in 1886 and it has sta>ed in the 
Indian tax structure since then. In 1939, the rate structure was design- 
ed on a ‘slab s) stem’ and the rates and exemptions have changed 
extensively since then. Indian personal tax is quite a complicated set 
up, admitting of distinctions between earned and unearned incomes, 
regular and irregular receipts and in terms of various exemptions, 
rebatc'i, allowances, surcharges, and the like. These measures were in- 
troduced under various considerations. On the recommendations of 
the Taxation Enquiiy Commission, an elementof family allowances 
was introduced by making a distinction between married and unmar- 
ried tax-pa\ers. The scheme in due course incorporated children allo- 
wance, dependent parents a’lov\ance, children’s education allowance 
etc. Similarly, certain incomes like house rent allowance were partly 
or wholl> exempted from income tax but others like dearness allow- 
ance were treated differently. In the same manner, certain receipts 
like gratuity, provident fund, etc. are treated differently from one’s 
regular income. To encourage savings, rebates and exemptions are 
provided on them. To encourage investment in certain lines, income 
from certain investments i^ not taxed up to a limit. 

The rates pf income tax ha\e also seen frequent changes. T* js, in 
1951-52, income tax touched a maximum rate of 25%, while super 
tax went up to 53 I %. In addition to that a surcharge of 5% was 
also levied on both income tax and super tax. In subsequent years, 
adjustments in basic exemption limit and rates were introduced. In 
1956-57, the tax rate for the slab of over Rs 1.5 lakhs was raised to 
91.8%, but in 1957-58, it was again brought down to 85/f, on unearn- 
ed incomes and 77®,', on earned incomes. In 1965-66, income tax 
structure was panially rationalized by integrating income lax and 
super tax into one unified tax. Now the Surcharge (Special) stands 
abolished and consequently its yield declined from Rs 9.0 crorcs in 
1974-75 to only Rs 1.0 crores in 1975-76 (BE). The exemption 
limit has been gradually raised in view of the Rising price and now 
stands at Rs 10,000. The income tiix rate, inclusive of surcharge, 
which had been raised in stages to 97.75% for the highest income 
slab, was sought to be reduced on the recommendation of the 
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Wanchoo Committee. It was argued that too high a rate was tempt- 
ing the tax payers to attempt evasion. In the budget for 1975-76 it 
was reduced to 77% inclusive of surcharge. Finding no reduction in 
the collection of tax revenue, it was further reduced to 66% inclusive 
of surcharge in the budget for 1976-77. In 1977-78, however, the 
Union surcharge was increased to 15% of the tax and in 1979-80, 
to 20% raising the effective highest rate to 72%. Frequent and be- 
wildering changes have been taking place in certain other aspects of 
income tax also. For example, the way in which Hindu Undivided 
Family is treated \is-a~vis an individual tax payer has been modified 
quite frequently. Similarl>, there have been >ear-after-ycar changes 
in the rates and provisions of exentptions designed to encourage 
savings or particular types of investments, etc. Areas of wealth tax, 
capital gains tax, compulsory deposit scheme and the like have also 
been subjected to quick changes. 

An important change in income tax structure is the partial integra- 
tion of agricultural and non-agricultural incomes since 1973. This 
step was taken in the wake of the Raj Committee’s recommendations 
to t*iis effect. The Committee found that while the Central Govern- 
ment could not tax agricultural incomes without an appropriate 
amendment of the Constitution, the Centre could levy a higher liabi- 
lity upon those tax-payers who had agricultural incomes as well. 
Moreover, this step was considered necessary for plugging the tax 
evasion on non-agricultural incomes by showing them as agricultural 
ones and also to impart an element of equity in the personal income 
tax. By this partial integration of the two types of incomes, the non- 
agricultural income of a tax-payer is pushed to higher tax slabs and 
attracts a larger tax liability. However, this step does not bring in 
comp'etc equity between different tax-pa>crs. If a person does not 
have taxable non-agricultural income, he is not liable to pay income 
tax on his agricultural income also (unless the concerned State 
Government is levying an agricultural income tax). 

Corporation Tax. A company in India is subject to both what we 
call an income tax and a corporation tax which is also named super 
tax. A corpoiation tax is the tax on company’s own income, while 
the income tax is the tax which the company deducts at source from 
the dividend payments on behalf of its shareholders. The net dividend 
which a shareholder gets from the company is, therefore, after the 
deduction of an income tax which is adjusted against his finally 
assessed tax liability. The super tax on companies, that is the cor- 
poration tax proper, is levied at a flat rate but is subject to a number 
of rebates, exemptions, and so on. Inter-corporate dividends are 
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distinguished from other corporate profits, and companies are also 
classified in terms of size and nationality (Indian and foreign). Over 
the years, a large number of economic objectives have been advocated 
by various committees, experts and thinkers and it has been a practice 
on their part to recommend tax incentives for the purpose. The 
result is that now we have quite a complicated structure of corpora- 
tion tax. Exemptions and rebates vary and are related to different 
activities, criteria and types of corporate incomes, profits, investments 
and the like. 

For example, a development rebate was introduced in 1955 in place 
of an initial depreciation allowance which till then had been allowed 
at the rate of 20%. The new development rebate was at the rate of 
25% of the cost of ?ll new plant and machinery, though for specified 
essential articles it was 35% and for ships it was 40%. The net effect 
of this provision was that a company was able to get a total deduc- 
tion of 125 to 135% of the initial cost of installing the machinery over 
its lifetime. Though the development rebate could be enjoyed subject 
to certain conditions, a voice was raised about its desirability in our 
company tax structure. In 1970-71, the rates of development rebate 
were reduced from 35 to 25% in the case of priority industries and 
from 25 to 1 5% in the case of other industries. It was finally abolish- 
ed with effect from 31 May 1974 except in the case of ships ordered 
before 1 December 1973 and delivered by 1 January 1977. The 
development rebate was replaced by an initial depreciation allowance 
which was 20% of the cost of machinery and plant. It was allowed 
to the priority industries listed in the Ninth Schedule to the Income 
Tax Act. The budget for 1975-76 extended this benefit to pesticides 
industry also. The budget for 1976-77 introduced investment allowance 
which replaced the scheme of initial depreciation allowance and is 
broadly on the lines of the development rebate that was (as mentioned 
a little earlier) discontinued and had been replaced by an initial de- 
preciation allowance. In this scheme, a deduction of 25% (as against 
20% in the case of initial depreciation allowance) is allowed on 
particular investments and under particular conditions. 

Another incentive for the growth of the new industries is the lax 
holiday, which was introduced in 1957-58. Companies enjoying this 
benefit are exempted from tax liability on profits up to 6% p.a. of 
the total capital employed. To begin with this tax holiday was 
allowed for only five years. In 1971-72, the definition of 'capital 
employed’ was restricted to exclude debentures and long-term borrow- 
ings. The 1975-76 budget extended the tax holiday for industrial 
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undertakings going into production before 1 April 1976 and ships 
brought into use before that date for another five years. Similarly, 
in 1957 5S a new concept was introduced by which dividend income 
received fr( ni an Indian subsidiary was subjected to a concessional 
rate of lO'Jo of the corporation tax. Ihe budget for 1975-76 provided 
for an exemption of inier-corporatc dividends from new companies 
engaged in liigh priority industries (namely, manufacture of fertilizers, 
pesticides, paper and cement) and exemption Irom wealtii lax on 
equity shares in new companies cngagcti in certain priority industries. 
Tax holiday was denied to non-priority industries in 1979 - 80 . 

Still another incentive in our coiporatc taxation is the one based 
upon expoit pnnnotion. Prior to 1978-/9, the companies were 
allowed a weighted deduction in ihe computation of taxable profits 
with reference to ceitain expenses (il they were not in the naiure of 
acquiring assets abroad) if such expenses w'cre incurred for promotion 
of expoits, or the supply/distribuiion of goods outside India. The 
weighted deduction wa> at the rale ot I50/o in the case of widely-held 
c'^mnanies and at the w^te of 133.3% in the case of other tax-payers. 
The budg.*l for l97o-79 abolished tins system ol weighted deduction, 
but was leintroduced in 1979-80. Similarly, another set of incentives 
exi-its for the cncouiagcment of capital formation by the corporate 
sector. 1 his includes a concessional taxation on small companies 
and inler-corporate dividends, taxation ol excess dividends and on 
bonus shaics. The budget for 1978-79 provided a tax concession 
for investment in equity capital of new companies, but at the same 
tinu" wiihv rew corccssions for capital gains tax if the sales proceeds 
were invc'tcii in bank deposits oi equity cafital of existing com- 
panies. The concession in capital gains tax was totally withdrawn in 
1979-80. 

It is obvious that the existing coipoialioii tax system is in need of 
a simplification. There are mam contradictor) tax provision. Some 
tr> to encourage invc'lmcnt in C‘»rporaic sector, olheis have the 
effect of nullifying these incentives. Certain nicasurcs designed to 
check various mab ractices have also the unintended effect of hinder- 
ing capital foimation in the coipoiatc sector. It is assumed that the 
corporate scctoi IS lespoiisivc to \ai ions tax iiicasuKS and various 
economic objectives can be pioim led through an approj.riate set of 
lax measures But the elficticy of these lax mcasuies is not certain. 
Apart fiom the fact that vuious tax measures are sometimes contia- 
dic!or\, the private sector has a tendency to abuse the tax conces- 
sion*?. For example, certain unnecessary and undue expenses by a 
company Ure discouraged by not allowing them as deductible expenses 
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for the purposes of arriving at taxable income. But the provisions in 
this regard have been found vague and the companies have found it 
possible to extend large benefits to the directors and privileged 
emplojees. While in the case of an individual tax-payer, the deducti- 
ble expenses are those which are absolutely necessary and unavoida- 
ble for the purpose of employnient, in the case of a company 
the deductible expenses are those which are necessary for the 
purpose of the business. The companies are able to take advantage 
of the pro\ibion put like tJiis and are able to go ahead with a lot of 
undue expenditure on office buildings, office facilities, and the like. 

There have been too frequent changes in the corporation tax and 
as a result the effect of different tax measures are not properly known. 
The changes have been more in the n iture of experimentation, and 
that too, on a short-term basis, than in the nature of evolving a long- 
term unified policy. This approach has come in the way of an effective 
and efficient tax administration with the consequent loss of revenue 
to the goNcrnment. At times, suggestions have been made to simplify 
the corporate tax stiucture to make it raoie effective and purposeful. 
One such suggestion is to change the very basis of corporate taxation 
from income or profits to expenditure.^ Choosing corporate profits 
as the b.isis for determining the tax liability has many disadvantages. 
This approach taxes efficiency (by imposing a tax on profits) and 
subsidizes inefficiency (by permitting losses to lie carried forward). 
It is stated that in this approach, the Stales becomes a partner of the 
company owners in sharing losses by foregoing its tax in that and in 
future year/years. Since extra expenses cut into profits (or increase 
losses), therefore, the companies find that in effect they bear only a 
part of the additional expenses. They aie under an incentive to show 
that their profits are low or even zero and to inflate expenses. 
Personal expenses of the directors and privileged employees are cam- 
ouflaged as business expenses. To this arc added the unnecessary and 
avoidable expenses of posh office buildings and the like. All told, 
there is a built-in incentive for the companies to run in an uneconomi- 
cal manner which is equally bad foi the economy as a whole since its 
scarqp resources are to some extent wasted. And another major defect 
of this system is that it favours the financing of company’s activities 
through borrowing instead of through equity capital. The interest 

‘See Giilati and Bagchi. “A Proposal for Reforming Corporation Tax,” Econo- 
mic and Political Weekly, Annual Number, Hebruary 1975, pp. 195-204. Also V.D. 
Lai, ‘'Changing the Corporate Tax Base,’ Economic and Political Weekly, 22 
March 1975. pp. 531-34. 
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payments on borrowings are deductible expenses while dividend on 
equity is a residual item. To the extent that funds are utilized by a 
company in the form of a loan rather than equity capital, the govern- 
ment loses a portion of the tax revenue. Lall says that “it is an inte- 
resting phenomenon m the Indian corporate sector, that companies 
continue to exist m spite of growing accumulated losses, as a result 
of continuous negative profits for years together.” Referring to 
another study of his which covers some 3200 companies he says that 
in a very large number of cases the accumulated losses far exceeded 
their share capital as well their net worth, it is generally believed that 
the main aim of the companies is not to earn profits but to benefit 
the directors and their friends and relatives etc., through various 
means like contracts, advertising, selling agencies etc. 

To choose gross profits (before tax and interest) would certainly be 
better than choosing net profit as the tax base. But it would not 
be able to remove many other defects and would not be able to en- 
sure an economical use of the resources of the economy. Gulati and 
Bagchi recommended that the base of corporate taxation should be the 
cApeiiditurc other than the one on labour. Lall is, however, doubtful 
about the effectiveness of this cure. He feels that the controllers of the 
companies would still be able to operate for personal gains through 
avenues like sale and distribution, publicity, repairs, travelling, con- 
veyance, consultancy and so on One may add that with the adoption 
of the new base, there will be a tendency to underinvoice purchases 
to reduce the taxable expenses and some of the expenses on research 
and development will be avoided. All told, it appears that choosing 
the expenditure as the lax base has its own disadvantages and compli- 
cations, but the need for a simplified lax structure cannot be ruled 
out. 

There is a renewed thinking in the USA and India on the desirabi- 
lity of having a unified direct tax system. The government of India 
appointed in June 1977 the Direct Tax Law Committee under Sliri 
Pdlkhiwaia (later headed by Shn S.C. Chokslii) to recommend: (a) 
measures to simplify and rationalise the direct tax laws; (6) methods 
of improvcnicir of the administration of the laws; and (c) advisability 
of consolidation of the laws. The Report of the Committee contains 
certain proceilural reforms. It should be possible to bring about 
substantial and hc'pful reforms in the system of direct taxation in 
the light of the reco'amendations of this Committee. 
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TUK PROBLEM OF TAX EVASION 

The problem of tax evasion and avoidance is one of the most serious 
ones of our tax system. Tax avoidance is distinguished from tax 
evasion in the sense that tax evasion is an illegal way of a\ oiding tax 
liability while tax avoidance is avoiding tax liability by taking 
advantage of loopholes in the tax laws. Tax evasion is a fraudulent 
practice, though both tax avoidance and tax evasion are immoral 
and in both cases the government loses revenue. 

Estimates of tax evasion have varied quite widely. The Taxation 
Enquiry Commission estimated the evasion of income tax at Rs 50 
crores. Kaldor estimated that between Rs 200-300 crores were being 
evaded, while the Direct Taxes Administration Enquiry Committee 
put the figure at barely Rs 20-30 crores. All these estimates show 
that the extent of tax evasion is anybody’s guess. But one thing is 
certain. With the nassage of time, the growth of economy, complexity 
and variety of taxes, tax evasion has certainly increased to a verv 
large extent. And evasion of tax is not confined to only direct 
taxes. Indirect taxes are also being evaded very extensively where- 
by both the consumers and the Government lose, l or example, 
in 1968, the Government introduced the ‘Self-Removal Procedure’ 
for simplification of the system of collection of Central I .xeise Duties. 
In September 1971, a Central Excise (.Self-Removal Procedure) 
Review Committee was appointed under the chairmanship ofB. 
Venkatappiah to assess the working of the new scheme. The 
Committee was “painfully surprised at the range, diversity and in 
certain segments of production, almost the universality of the evasion 
which is practised by those who produce the goods.”- It may be 
noted that the growing complexity of our tax laws is partly due to 
certain inherent tendencies connected with an expanding lax system. 
The authorities, however, have realised the need for simplif ing our 
tax structure, especially the indirect one. The Einance Minister in 
per.suance of his promise during the Budget Session c f Parliament 
in 1976, constituted the Indirect Taxation Enquiry Committee in 
Juiy 1976 with the task of a comprehensive survey of (he whole 
indirect tax structure and for making suitable recommendation'. A 
similar committee was later constituted for direct taxes also. 

The reasons for tax evasion are many and interdependent. In some 


“Central Excise (Self-Removal Procedure) Review Committee, Rt'/ioir, l‘>74, 
para 10.9. 
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circ'cs it is believed that in India high rales of direct taxation are 
baMcally responsible for large scale tax evasion. This is not so. High 
rates only make the tax evasion more templing. The tax evaders are 
ready to take greater risks if they find that in the event of success 
the reward is high. This was one of the arguments given by Kaldor 
for reducing the tax rates in the upper slabs. But high tax rates by 
themselves do not explain all the tax evasion. There have to be 
opportunities also to this end. Given the scope, taxes will be evaded 
even at lower rates, since in general nobody likes to pay taxes. Thus 
even in the case of indirect taxes like sales tax, excise duties etc. 
where the incidence can be mostly shifted to the purchasers, the 
sellers resort to tax evasion if they can. This practice helps them in 
increasing their own incomes by cheating the Government of its legi- 
timate revenue. Thus, we may conclude that large scale tax evasion 
is basically the result of opportunities to evade tax though high tax 
rates strengthen the desire for this malpractice. 

Opportunities for tax evasion emanate from many sources. Our 
economy is yet an underdeveloped one and there are information 
" at all levels. Appropriate accounts are not maintained by most 
indiv iduals and even by most farmers and small businessmen etc. 
Since even the bigger business firms deal with these sections of the 
societ.' , a part of transactions of even bigger firms (which maintain 
acciiunts) cannot be cross-checked. This enables many tax-payers in 
concealing or twisting the factual information and thus evading 
taxes. Actually quite a number of potential tax-payers just do not 
com.' to the notice of the tax collecting authorities. Such concealing 
or misrepresentation of facts is not limited to the field of direct taxes. 
Production and sale of commodities and services are also concealed 
and the Government cheated of the yield from indirect taxes. 

Another opportunity for tax evasion comes to the way of tax 
dodgers in the form of complicated tax laws. More accurately, taking 
advantage of the loopholes in tax laws would amount to ‘tax 
avoi lance’ rather than ‘tax evasion.’ Anyway, as it is, our tax laws 
are highly complicated with a host of exemptions, rebates, con- 
cessions, surcharges and so on and in the light of insufficient infor- 
mation on the working of the tax paying economic units, a state of 
confusion arises. For example, the Central Excise (Self-Removal 
Procedure) Review Committee found that there were nearly 1 ,000 
live notifications by virtue of which duty reliefs were offered. It also 
found that there were about 300 tariff rates which, as a result of the 
issue of notification of exemptions, had multiplied into more than 
two thousand effective rates. With rapidly changing tax provisions 
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and the details therein, even the tax officials are not always able to- 
aee the tricks uhich the tax-pa>crs might be playing. The a ilhorities 
have counteracted this tendency by giving wide powers to th.* tax 
officials, but this quite often leads to undue harassment of even the 
honest tax-payers who might be treated the same way as the dis- 
honest ones. 

Investments in real property (movable and immovable), concealing 
their true ownership and benelits including price appreciation, and 
capital gains would con.stitute another set of devices for tax evasion. 
This happens more so through benami holdings, bearer bonds and 
blank transfers of shares. Absence of a comprehensive reporting 
s)‘tem on income, wealth transactions and benefits of a tax-payer 
provides a source of misrepresentation of the facts and cheating the 
authorities. To this may be added the imperfect tax administration. 
Tax officials are not always the best trained or most efficient and like 
other human beings are sometimes found amenable to various temp- 
tations. Wanchoo Committee® points out that a system of shortages, 
controls and licences also breeds tax evasion and black money. 1 he 
Committee also lists donations to political parties as another factor 
in the same process. 

It goes without saying that the evil of tax evasion should be eradi- 
cated from the country. Amongst various advantages, it will enable 
the authorities to raise additional resources without corresponding in- 
crease in tax rates or spreading the tax net. It may even be possible 
for the authorities to lower certain tax rates. If tax evasion is there, 
the tax system is always likely to lack adequacy and buoyancy which 
are two of the basic features of a good tax system. Furthermore, tax 
evasion breeds black money which creates its own parallel economy. 
Black money distorts the demand and supply position of various 
items in the country and thwarts the attempts of the authoiitics at 
effective planning. Their efforts at regulating the economy are also 
neutralized. Artificial scarcities arc added to the genuine ones and 
inflationary pressures are strengthened and effectiveness of Govern- 
ment's fiscal and monetary measures is either lost or reduced. The 
productive resources of the economy are diverted into less desirable 
and sometimes even undesirable channels. It causes a considerable 
ani( unt of leakage of foreign exchange through shady foreign trade 
deals, and also through w roiig invoicing, secret cuts and commissions 
on junt ventuies and collaboration agreements involving Indian and 

“Direct Taxes Enquiry Committee, hnal Repot t, 1971, para 2.20 
*Ibid., para 2.7. 
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foreign parlies.^ Moreover, as tax evasion increases, the tax burden 
on those who are paying the taxes has to move up in order to pro- 
vide as much revenue to the Government. All told, the effects of tax 
evasion and black money can only be termed disastrous. 

Various proposals have been put forth from time to lime for check- 
ing the evil of tax evasion. One such important set of proposals is 
found in the Indian Tax Reform — Report of a Survey by Nicholas 
Kaldor in 1956. Although Professor Kaldor was primarily invited to 
review the personal and business taxation in the Indian tax system 
in the context of larger resource requirements of the Second Plan, 
he dealt v^ith the problem of evasion of direct taxes and suggested 
ren:cdies for the same. Kaldor found that the Centre and Sta^e 
taxation was a little over 7"o of the national income and that tax 
revenue was not a buoyant one, that is, it was not showing an auto- 
matic increase along with the increase in national income. According 
to Kaldor, the direct tax system in India had many defects. “The 
present system of direct taxation in India is both inefficient and 
inequitable. It is inequitable because the present base of taxation, 
‘i.irome’' as statutorily defined is defective and biased as a measure 
of taxable capacity and is capable of being manipulated by certain 
classes of tax-payers. It is inefficient because the limited character of 
information furnished by tax-payers and the absence of any compre- 
hensive reporting system on property transactions and property 
income makes large scale evasion, through concealment or under- 
statement of profits and property income relatively easy.”® 

While proposing his scheme of tax reforms, Kaldor emphasised the 
need to have appropriate conceptual definitions of income etc. This 
would ensure simplicity and certainty and thereby reduce the scope 
for tax evasion. Furthermore, he wanted a two-pronged attack on 
the problem, viz., reducing the incentives for tax evasion and pro- 
viding greater obstacles in its way. Kaldor believed that with a high 
marginal income tax rate of 97%, if a person conceals Rs 100 of his 
income, he is rewarded by Rs 97. This view was also substantiated 
by most of the economists, professors, departmental officers and 
others who testified before the Wanchoo Committee. Trade and 
industrial bodies expressed a unanimous view before the Committee 
that such high tax rates breed black money and tax evasion.® “When 
the marginal rate of taxation is as high as 97.75 per cent, the net 
profit on concealment can be as high as 4,300 per cent of the after tax 


‘•Nicholas Kaldor, Indian Tax Reform^Rcport of a Survey, 1956, p. 1. 
^Direct Taxes Enquiry Committee, Final Report, 1971, para 2.20. 
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income. The implication of 97.75 per cent income tax is that il iv 
more profitable at a certain level of income to evade tax on Rs 30 
than to earn honestly Rs 1000. We will not be surprised that placed 
in such a situation, it would be difficult for a person to resist the 
temptation to evade taxes.’ Kaldor asserted that if the tax rales .ire 
reduced, people will be less ready to incur expenditure and lake risk 
of tax evasion because the corresponding reward in the event of 
success will be smaller. He therefore, recommended that income 
tax at the margin must be reduced to 45% or below. Similarly, the 
companies should be subjected to a flat rate of 45% tax on all profits 
in place of the existing income and corporation taxes. 

The set of proposals to put hurdles in the way of tax evasion in- 
cluded the supplementing of income tax with four more taxes, viz. 
capital gains tax, annual tax on wealth, personal expenditure tax, 
and gift tax. Such a composite tax system was designed to ensure 
that a tax-payer was not able to evade tax liability by camouflaging 
or concealing his economic activities or the results thereof. Further- 
more, he wanted a comprehensive return concerning the personal 
accounts of each tax-payer and the introduction of a reporting system 
of all capital transactions by means of tax vouchers. For the latter 
purpose a national register was to be maintained. He belieied that 
a comprehensive return along with a multiplicity of direct taxes and 
the national register would leduce the scope lor tax evasion ihri ugh 
falsification of accounts. An effort to save some lax liabilits in one 
direction would result in an enhanced tax liability in the other, or the 
tax liability of some other tax-payer would have to increase (in which 
case the other tax-payer would not permit such falsification by die 
first one). 

All these steps, however, would not ensure a complete plugging ot 
tax evasion. Firstly, the proposals covered only direct taxes, and 
secondly, because all individuals aie not tax- payers. Kaldor therefore 
recommended some additional steps to help the tax authorities in 
toning up the tax machinery. Kaldor suggested that the tax-payers 
whose incomes exceeded a certain limit must be made to have their 
accounts compulsorily audited with the statutory obligation on the 
chartered accountants to examine whether the accounts pre.sented 
were drawn up in an appropriate manner so as to show the true 
chargeable income for tax purposes. He recommended that each tax- 
payer should be supplied with a code number® and it should be 

''Ibid., para 2.20. 

'Kaldor, op. cit., p. 53. 
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OJligati. r\ in liie case of all properly transfers to disclose the code 
number ol the transferor and the transferee. And all these steps 
were to be supplemented by a system of deterrent punishment in the 
case of detcciion of tax evasion. 

The Government introduced the taxes as recommended by Kaldor, 
but did not accept most other recommendations. Code numbers to 
lax-pavers were nc.t allotted, the s\ stem of a comprehensive single 
return was nol adopted. A national register for recording the pro- 
perly and capital transactions was not introduced and the marginal 
rates of taxation were not reduced. The recommendation regaiding 
the compulsory auditing remained on paper. And in the absence of 
these addiiional measures, the introduction of additional taxes did 
not reduce the evil of tax evasion. 

In June the Government appointed the Direct Taxes Ad- 

ministration Imqiiiry Committee under the chairmanship of Shii 
Mahavir Tvagi with the specific objective of “implementing the iittc- 
giatcd scheme of direct taxation with due regard to the need for 
eliminating tax evasion and avoiding inconvenience to the asscssecs " 
Strangely enough, a number of suggestions made b> Kaldoj for 
plugging the tax evasion did not lino favemr with this Commitice. 

I Ol example, the Committee did not lavour the idea of a con pre- 
licnsivo singe lax return. Instead it suggested a few' changes in the 
administrative pioccdure and wanted the authonlie> to enlist public 
coopeiatioi’ 111 tax evasion. The evil ol tax evasion, obvioush, eon- 
In I lied unabated. 

In 1967, the Central Government asked Mr Bhoothalingam to eva- 
minc the question of rationalisation and simplification of the tax 
stricture.^ Jn his comprehensive report submitted in December T'b? 
some administrative changes were recommended while changes in die 
lax strueturc included the abolition ol Surtax and Dividend lax, treat- 
ment of ccitain expenses like expenses on market surve>s, shifting 
of factories etc. as capital expenditure, abolition of development and 
export incentives. It was also recommended that the existing svstem 
of taxing the inlcr-corporate dividends should be replaced by stan- 
dard tax rates except in the case of dividends from subsidiary c m- 
panics. The exemption limit in personal income taxation shou'd be 
raised and family and parent’s allowances should be abolished. Ihc 
distinction between earned and unearned incomes should al^o be 
abolished and a uniform tax should be levied on both. While jmo- 

•Minisliy of Mnance, Government of India, Fwal Repoit on Rationalwonon 
and Simplijication of the Tax Structure (Bhoothalingam Rcpoil), 1967. 
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giession should continue to be there in the case of personal income 
tax, companies should be taxed at a uniform rate, and the distinction 
between closely held and other companies should be abolished. In 
order to discourage an excess use of capital, a tax of I",, on all forms 
of capital and loans should be levied. 

Bhoothalingam Report got a mixed >eception. Different sections of 
tax-payers welcomed the suggestions wiiich favoured them. These re- 
commendations. however, were not effective enough to solve the 
problem of tax evasion. In 1968, a report of the Working Cirouir of 
the Administrative Reforms Commission, headed by Mahavir Tyagi, 
was submitted to the ARC.'® This report concerned itself mainly with 
the problem of tax evasion. This report also dealt with various admi- 
ni'tratise steps to facilitate quick disposal of fax assessments. But it 
asserted that the piovision of some incentive schemes only increased 
the administrative burden of the fax machinery without corresponding 
benefits to the economy. It recommended a sj stem of allotment of 
permanent code numbers to tax assessees. The same code numbers 
should also be used in transaction with Government departments. 

All these enquiries and administrative changes failed to contain the 
problem of tax evasion. Black money proliferated and led to the 
dcsclopment of a parallel economy on a rampant scale. Tax evasion 
and tax arrears assumed an endemic scale and called for some imme- 
diate steps. Accordingly, still another committee, know n as Direct 
Taxes Enquiry Committee was appointed with Justice K.N. Wanchoo, 
former Chief Justice of the Supreme Court of India, as its chairman. 
The Committee was to examine the problems of direct taxes with 
special reference to black money and its proliferation and lax evasion 
through various legal devices including the formation <'f trusts. The 
Committee submitted its final report in December J971 and made 
some far-reaching recommendations. It emphasised that tax evasion 
and black money are closely inter-linked, it noted the fact that over 
the years the problem of black money had multip'ied manifold. It 
felt that probably the evasion of income tax alone in 1968-69 was of 
the order of Rs 470 crores. After considering a number of suggestions 
for fighting the malady, the Committee made many far-reaching re- 
con;imendations which, in addition to various administrative changes, 
include the following; 

( I ) 'I he maximum marginal rate of income tax, including surcharge 
shi uld be reduced from 97.75% to 75%. Some reductions in the rates 

’“Administrative Reforms Commission, Report of the Wot king Group on 
Central Direct Taxes Administration, January 1968. 
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middle and lower levels should also be made. Companies, whether 
public or private, widely held or closely held, industrial or non- 
industrial, should be taxed at a uniform rate of 55%. 

(2) To the extent possible ail useless controls, licensing and permit 
systems should be abolished. 

(3) Donations to political parties should be regulated. Accounts of 
the polHical parties should be audited after each party being registered 
under ihe Societies Registration Act. I860. 

(4) The Committee recommended that the Central Government 
should assume the powe^ to levy and administer tax on agricultural 
income. 

(5) The tax autlioritics should be able to tax the amount of un- 
exp ained expenditure. 

(6) To the extent possible, the exi^-ting sales tax system should be 
r^'p^aced hv additional excise duties. 

(7) All persons whose income or business turnover exceeds certain 
presciibed limits must compulsorily mamtain accounts. Similarly, 
where sales/turnovcr/receipts exceed certain limits, auditing of 

'ount should be mandatory. 

<8) An important recommendation which had been made earlier 
also, \i7., allotting a permanent account number to each tax-pa\er 
was repeated b\ the Committee. This recommendation has been 
implemented also. 

(^0 Expenditure tax should be reintroduced as a supporting mea- 
sure to check tax evasion. 

(10) The Government should assume powers to acquire immovable 
properties in case of understatement of value. 

(11) The Committee recommended a thorough overhauling and 
strengthening of the tax administration and intelligence. 

(12) The penalty for tax evasion should be related to the tax saved 
rather than to the income concealed, and the penalty rates should be 
increased to make them more deterrent. 

Most of these recommendations have been accepted. It should be 
noted that quite a few of the suggestions of the Committee had been 
pul forth by earlier committees etc. and were on record. However, 
(he Kaldorian recommendation of a single comprehensive return can 
go a long way in checking tax evasion. The Committee also took 
pains in understanding the problems of administration of the taxes 
including the personnel of the tax machinery and made suitable 
suggestions. Seized with the problem and determined to solve it, 
the authorities are taking various steps io strengthen the tax mach'- 
ner), rid it of inefficiency and corruption and impose deterrent 



474 Public Fmance 


punishment upon tax evaders. Furthermore, the marginal rate ol 
income taxation were reduced in the budgets for 1975-76 and 
1976-77 to 70% and 60% respectively for the highest income slab. 
This is of course subject to the surcharge for the purposes of the 
Union (current rate 10% of the tax). The Wanchoo Committee had 
recommended the reduction in the maximum marginal rate, including 
surcharge, from 97.75% to 75'%. Thercdr:tion to 11, „ showed t>uu 
there was no decline in the tax collection on account of this ''tep. 
Accordingly, a further reduction was introduced ui the budget lor 
1976-77 to bring the marginal rate to 60% plus surcharge. 

In January 1978, the Central Government demonetized c’-.rrency 
notes of Rs 1000 and greater denominations. I he total amount ot 
suci: notes in circulation was not much and net destruction of such 
currency amounted to only a few crores. The authorities, however. 

claimed that these notes of high denominations were being used tv' 

finance illegal transactions and their cancellation helped in curbing 
such transactions to '•ome extent. 

Jt goc.s without saying that most of the remedies often suggc^ted 
for checking tax evasion concentrate upon flushing out the existing 
black money and bringing it in the tax net. Cven a voluntary dis- 
closure scheme {e.g., that of 1975) is based upon the stme approach. 

It is obvious that a long-lasting solution of the p ()’-)lein would be 

found only if the very mechanism by which black mc'r.ey is generated 
is replaced by something better. It is in this context that the recom- 
mendation number (2) of the Wanchoo Committee (listed above) 
assumes a special significance. The existence of useless controls, 
licensing and permit systems have a tendency to create an artificial 
scarcity and provide an opportunity to the piivatc sector to earn 
income which can be concealed from tax autiioritics. If a majot 
reliance is placed on fiscal and monetary controls instead, the very 
source of the generation of unaccounted income would tend to dry up. 


VOLUNTARY DISCI OSURK SCHEMK OF 1«75 

Amongst various measures to check the evils of black money (such 
as lo'wering the tax latcs and even such fundamental changes as 
fostering private enterprise economy in the place of a mixed economy) 
was the ope which suggested volunlary cihehiure uf h\&ck income 
and wealth by the tax dodgers. As it is, the suggestion was not a new 
one. There had been three schemes of voluntary disclosure earlier 
also, though they could not be considered a great success. After In- 
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dependence, a voluntary disclosure scheme was announced in 1951 

in which the penal provisions of the tax laws were relaxed to persuade 
the tax evaders to come forth and disclose their unaccounted incomes. 
A second scheme of voluntary disclosure was brought into being 
under section 68 of the finance Act of 19o5. This scheme was 
popularly known as the ‘60-40 Scheme’ since the tax evaders were to 
pay 60^{, of the disclosed income by way of tax and the remaining 
40/^ could be brought into books of account (that is, could be con 
verted into white money’). This was followed by another scheme in 
the same year under Section 24 of the Finance (No. 2) Act, 1965. 
This scheme was known as the ‘Block Scheme', because according to 
its provisions the tax pa} able was determined according to thcblcck 
of income disclosed and not at flat rate of 60‘\,. The results of these 
three schemes of voluntary disclosure were ‘disappointing.’^^ The total, 
disclosures under the three schemes amounted to only Rs 267 crorcs, 
which in the view of the Wanchoo Committee^ was only a small 
fraction of the concealed income during iLc 15 }earsfrom 1951 to 
1965. Compared with it the Income Tax Department itself detected 
,( ^'OTicealcd income of Rs 161 crores during a period of only five 
years from 1965 to 1969 and realized a sum of Ks 105 crorcs by way 
of tax and penalties. The Committee also pointed oit that much of 
the disclosed income had already been detected or was about to be 
detected and therefore the schemes did not mateiiill} contribute in 
bringing to the surface additional concealed iiiLOiijes And if w'e look 
at the taxes realized through these disclosure schemes, we find that 
the tax vield of the ‘60-40 Schemes’ was onl> R. 30 80 crores whde 
the remaihing two schemes vieldcd just about of the disclosed 
incomes The giand total of the tax yield ol the t’lice schemes was 
only Rs 61.23 crorcs. 

The Wancuoo Committee, while con>ideiing the suggestion for 
another voluntar} disclosure scheme, found Uscll against it. The Com- 
mittee asserted that such schemes helped the fiauduient people at the 
cost of the honest and law-abiding tax- payers and this has a demora* 
lizing effect for them. In a number of cases the saiue set of people 
had taken advantage of tax concessions under all the three schemes 
indicating that such schemes did not reform the law breakers Tl^ese 
schemes did not tackle the problem of regeneration of black monev 
or the intention to conceal the ill-gotten income and wealth. Tlie 

Government ol India, Ministry of Finance, DiiclI Taxation Enquirs Com- 
mittee (Wanchoo Committee), final Repott, 1971. para 2.28. 

^^Ibid,, para 2.28, 
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Committee felt that resorting too frequently to such a measure of 
voluntary disclosure would shake the confidence of the honest tax- 
payer and encourage the unscrupulous tax dodger. The tax enforce- 
ment machinery would also lose respect in the eyes of the tax-payers. 
Majority of the departmental officers, some chambers and other re- 
presentatives of the trading community had also expressed themselves 
categorically against the introduction of such schemes in future. 
The Committee also disagreed with the view that voluntary dis- 
closures could be expected to broaden the base of investment and 
accelerate economic growth since the concealed amounts happen to 
be, by and large, already invested in a surreptitious manner. However, 
the Committee did not note the fact that such an investment by tax 
dodgers was mostly in economically and socially low priority or even 
undesirable lines of investment, while the need of the hour i* to have 
a judiciv>us investment v^hich must be helpful to the economy. 

However, the Government of India decided to introduce another 
voluntary disclosure scheme. The President promulgated an ordinance 
entitled ‘Voluntary Disclosure of Income and Wealth Ordinance, 
1975’ on 8 October 1975 whereby the voluntary disclosure scheme was 
introduced. The ordinance enabled persons and firms with black in- 
come and wealth to take advantage of this scheme. Declarants were 
given three months (till the end of 31 December 1975) to declare 
their unaccounted income and wealth. The ordinance provided that 
all black income would be clubbed together irrespective of the 
years over which this was earned and treated as a block separately 
from other taxable income for the purposes of income tax liability. 
Though two .years earlier, the highest income tax rale had been re- 
duced from 97.75% to 77% to reduce the temptation for income tax 
evasion, the ordinance provided for a still further concessional rate 
of tax on income disclosed under this Scheme. The income tax, on a 
slab rate basis, varied from 25% to 60^'^, on the disclosed income. The 
declarant was to invest 5% of his disclosed income and 2.5% of the 
disclosed wealth in notified government securities. The proceeds of 
such securities were earmarked for projects of high social priority 
like slum clearance and low income housing. The declarants were 

granted immunity from reassessment of income disclosed under thj^ 

scheme. The income disclosed was not to be added to the wealth of 
the declarant for determining his wealth tax liability. To put differ- 
ently, once a declarant had paid his income tax on the disclosed in- 
come, he was in no way to be taxed further on the same disclosed in- 
come. It would not be treated as part of the wealth of the declarant 
for the period it was letained by him. Any assessee who had been 
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sent a notice under Sections 148 or 139 of the Income Tax Act or 
under Sections 14 or 17 of the wealth Tax Act was not allowed to 
avail of the opportunity. Similarly, no person could file his regular 
income tax return during this period, hide a portion of his income 
and then declare it at a later date to take advantage of the concesj>io- 
nal tax rates. Hidden income was to be disclosed prior to the filing 
of any income tax return once the scheme came into operation. 
Further, the scheme protected the declarants from any kind of penal- 
ties for their illegal concealment of income and/ or wealth in the past. 

In the case of persons whose premises had been raided by the in- 
come tax department and cash, assets or documents had been seized, 
the voluntary disclosure scheme was applicable in a modified form. 
These persons were not entitled to the special concessional rates of tax 
for income earned before sixh raids, and on such income they were 
to pay tax at the normal rates applicable to the years in which it was 
earned. However, they could avail of the special rate in respect of 
black income earned after the income tax raids. The benefits of the 
scheme were not available to smugglers and foreign exchange rackete- 
^ 1 ., in respect of whom detention orders had been issued under the 
Conservation of Foreign f xchango and Prevention of Smuggling Act. 

The new voluntary disclosure scheme differed from the earlier ones 
in four essential ways. 

Firstly, the earlier schemes did not cover concealed wealth while 
the new one did. 

Secondly, the earlier schemes had permitted income already detected 
by the authorities to be included in the voluntary disclosure^. The 
current scheme did not allow this. 

Thirdly, the 1965 scheme had allowed a period of six months for 
the date of final tax payment. I he current scheme, though expecting 
the pa>ment of income tax at the time of making the declaration, 
allowed fifteen months after the final date of declarations. 

Fourthly, the new scheme provided for separate voluntary disclosure 
of the black income and wealth. 

Fears were expressed that this scheme, like its predecessors would 
not result in any substantial disclosures. Even Ihc official circlcs^vverc 
not placing the expected dixlosures bevond Rs 1 000 crorcs at the 
most. As it happened, however, this scheme turned out to be a far 
bigger success and bevond all these expectations. In the beginning the 
disclosures were very few. The Ordinance of 8 October 1^75 had 
been silent about a number of possible leg’* rcpcrciisdons for the 
declarants. But the authorities launched a campmgn to clarify various 
questions involved and provided additional immunity against the 
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application of certain other laws. On account of these various 
ciarifications, exhortations, modifications and additional incentives, 
the disclosures picked up as the closing date of the scheme approach- 
ed nearer. 

The total disclosures of income and wealth under this scheme turn- 
ed out to be more than Rs 1 500 crores leading to an income tax 
realisation of over Rs 250 crores and a corresponding investment of 
about Rs 40 crores in government approved securities. 

There were some important factors which led to the success of this 
schem.e beyond all expectations. 

Firstly^ the rates at which the income tax liability was to be deter- 
mined were quite low compared with even the normal tax rates. 

Secondly^ additional concessions included the exemption from 
wealth tax on the same income to which an income earner is normally 
subjected to if he puts his income into specific forms of taxable 
wealth. 

Thirdly^ it is stated that the additional assurances with regard to 
not insisting on the di'^closure of the source of income, and also the 
permission to disclose the acquisition of income and wealth with 
respect to any previous date of acquisition eiuiblcd the declarants to 
avoid the liability substantially. 

Fourthly^ various immunities were provided from the provisions of 
various sister Acts against economic offences. 

Fifthly^ the risks associated with continuous concealment of income 
and wealth were increasing. Income tax raids, tightening up of 
various penal actions and a mounting pressure on black money had a 
frightening effect on the tax dodgers. And in the face of these threats 
the tax evaders were given a chance to declare their concealments and 
reiurn to the mainstream of economic life. 

An Assessment 

One thing is quite clear and that is that the parallel economy 
created by tlic circulation of black money accounts for a substantial 
part of our econom>. The Wanchoo Committee had estimated that 
the money value of the deals made with black money amounted to 
Rs 7,000 crores for the vear 1968-69 and >ielded a black money 
income of Rs 1,400 crores. One can well imagine the staggering 
amount to which the black money must have accumulated over all 
these years. Actually, the process of black income generation, it is 
felt, got further accelerated in the wake of the Indo-Pak War of 1971, 
the increasing controLs and regulations on the working of the market 
mechanism and the inflationary pressures and rising prices. In the 
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War.choo Committee Report, Dr D.K. Rangnckar had appended a 
minute of dissenl^^and pointed out that in his judgement the annual 
gcr.CT*aUon of b’ack income was about twice the amount estimated in 
the main Report of the Committee. 

Thus irrespective, of what proportion of black money was actually 
declared under this Scheme, one may '-afely say that it was still a 
small proportion of the total hidden amount. It only enabled the tax 
dodgers to come clean in so far as their past misdeeds were concern- 
ed. In itself, it did not and could not provide for plugging the loop- 
holes in the working of the econom> and the legal structure through 
which the black money gets generated. The scheme recognized this 
fact when it permitted the tax ‘evaders to voluntarily declare any 
black incomes earned e\en after the income tax raids. This implies, 
therefore, that the scouige of black monc\ cannot be eradicated by a 
s\stcm of \olunlary disclosure unless the very fountain-head of thi^ 
cmI :s uproote 1. The vary working of our economic system must be 
ic^tiuctured so as to eliminate the possibility of generating olack 
ircoinc, A large number of possible assessccs aie still out of the tax 
nd must be loped in. 

Again, the '.chemc was not able to (and could not be expected to) 
touch the problem of tax evasion through consumption. The pro- 
babdiiv of a per* on getting caught is more if he conceals his income 
frn-^. the tax authorities by putting it in some form ol taxable asscis. 
Rut if he consumes it away, he is less likely to be caught. Under the 
rcLjnt scheme a person who had frittered away a portion ol his earn- 
ings on extra consumption need not disclose that part. This gap in 
the last scheme points towards the need for plugging the loopholes 
in our tax laws 

Moreover, the 1975 scheme, though in itself a success, is acciiNcd of 
an element of ineejuity as between the lionest tax-payers and the dis- 
lu n?st tux dodgers. The introduction of such a scheme may be justi- 
fied on several grounds, but looked al Irom the point ol view of the 
hoz.jst tax-pa} cr, it amounted to gross injustice. The lax dodger, 
over the years, must have earned far larger amounts on his concealed 
income and wealth and now he was being asked to pay onl} a wnall 
lax on the same. His tax liability w'as being determined at rates which 
were lower than even the normal rates. Instead of punishing the tax 
di^dgcr, the voluntary disclosure scheme was treating him on favour- 
able terms. Moreover, he was also gelling a number of additional 
concessions on wealth t.ix, and immunity from many other economic 
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offences. Further, since no questions were to be asked as to source 
of the disclosed black moiie\, the tax evader could further bring 
down his lax liability by splitting the total amount of black money 
among member^» of his famih, and so on. An Iionc'-t tax-payer is not 
given a chance to have any of these advantages, especially if he is a 
salary -earner. 

THE INDIRECT TAXATION ENQUIRY COMMITTEE 
(JHA COMMITTEE) REPORT 

An underdeveloped country like India needs a healthy and efficient 
system of indirect taxation which should be able to meet various 
revenue objectives of the government and at the same time should 
have an invigorating effect upon the economy, ft should conform to 
the national objectives and overall social and economic policies. With 
changing circumstances, a review of the existing tax system often be- 
comes necessary. The last enejuiry covering a wide review of indirect 
taxation in India had been undertaken by the Taxation Enquiry Com- 
mission headed by Dr John Mathai in 1950’s. Of late , however, there 
was an expression of increasing dissatisfaction with our indirect tax 
sNstem. Accordingly, in July 1976, the Government of India appointed 
the Indirect Taxation Enquiry Committee under the chairmanship of 
L,K, Jha, Governor of Jammu and Kashmir. This Committee had 
very wide terms of reference which included the following: 

A review of the existing structure of iiidii eel taxes of the Centre, 
States and Local Bodies; 

An examination of the role i>f indirect taxation in promoting eco- 
nomic use of scarce resources; 

An examination of the structure and level of excise duties, the 
impact of thc^e duties on prices, their incidence on various expendi- 
ture groups and their cumuLuivc effects, and the scope for widening 
the tax base and increasing the elasticity of the svstem; 

An examination of the feasibility of value-added- tax (VAT) system 
and, if found feasible, suggesting the way it should be applied; 

An examination of the question of assisting particular industries 
or sectors by granting tax concessions, keeping in view the adminis- 
trative and revenue aspects, etc; 

An examination of the structure of import duties from the point of 
view of import trade conlrols, protection etc. 

The Committee was also asked to consider the question of proper 
balance between indirect and direct taxes in the lax structure while 
using indirect taxes for mobilising resources, and also to suggest any 
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Constilutidiial changes which might be necessary for implementing its 
recommendations, the needed changes in the administrative set up in 
the government machinary and other related problems. 

The Committee submitted its final report in October 1977. 

The Committee pointed out that the share of indirect taxes in India 
had been increasing steadily and that this percentage share was far 
greater th in the corresponding share in cither developed or under- 
developed countries. But it maintained that it is not possible to lay 
down on a priori grounds any optimum proportion between indirect 
and direct taxes. “How heavy the burden of taxation should be, 
calls for a judgement — which is partly political— about the sacrifice 
which the people could be called upon to make and, partly econo- 
mic- -based on considerations relating to savings, consumption and 
capital formation, as well as the relative roles of private and public 
investment in the country's economic development. This judgement 
can only be exercised by Ciovernment.'’ (Para 1.5.) 

Criteria for Sound System of Indirect Taxation. However, even 
though exact proportion between direct and indirect taxes cannot be 
stated on a priori grounds, the Committee pointed out the prime cri- 
teria which should determine the soundness of an indirect tax s\stera. 
The first is the adequacy of revenues which implies an adequate 
measure of bui.'t-in-clasticity with lefcrence to national income. r//t> 
second criterion is that the taxc^ should be progressive in their inci- 
dence. Thirdlw since indirect taxes greatly influence the working of 
the economy thremgh effects on investment, production, emplo\mcnt, 
resource allocation, shifts in rclaiive costs and prices etc., it follows 
that these taxes should not militate against the chosen national 
objectives. Fourthly, these taxes should satisfy the usual canonN, that 
is, they should be simple, certain, cconomkad to collect, and should 
cause minimum harassment to tax-pavers. 

Evaluation of the Existing System. While examining the s\ stem 
of indirect taxes, the Committee stii lied their incidence on vari ms 
expenditure groups as slated in their terms of reference. I arlier, the 
Department of 1 c momic Affairs, Ministry of Finance, had conducted 
such a study in )96S-69 which relatcvl to the year 1963-64. That and 
earlier s‘iidie> liaJ been based upon NSS data. The Coinn^ilioe 
cwinmissioncd the National lii'-litiitc of Public Finance and Po'icv to 
undcrlakc a fre li ‘lu 1 on its behalf on the basis oT NSS data 
1973-7 1. This slud\ isec Tabic 21.7) siiov s that indirect taxes arc 
quite pro'iressixe and Tarlhcr tli it the incidence i . more oi expendi- 
ture group^ in iroait a**ces dmu. i).j iho^e in ihc riKal aiea-.. 

Bat ihc Committee bmn 1 ilrit the existing s slom of indirect ^axes 
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TABLE 21.2 

INOIRECT TAXnS AS Pl R Cl NT OF TorAl, llXPHNUnURI AND TOFAI. 
Cash t’xpi-NDmiRE by Pfr Capita Expi nditi'ki: 

Groups (1973-74) 


Monthly per 
capita expenditure 
{Rs) 


Rural 

Urban 

All India 

Tax as % 
of total 
expendi- 
ture 

Tax as 
of total 
cash ex- 
penditure 

Tax as % 
of total 
expendi- 
ture 

Tax aj 
%of 
total 
cash 
expendi 
ture 

Tax (t\ 
of total 
expendi- 
ture 

Tux as 
% of 
total 
cash 
expendi- 
ture 

0—15 

2.91 

4.55 

3.63 

4.44 

2.96 

4.56 

15—28 

3.33 

25 

6.31 

6.79 

3 6^ 

5.46 

28—43 

4.45 

7.25 

7.36 

7.93 

4 89 

7.41 

43—55 

6.18 

10.'^2 

9.66 

10.31 

6 85 

10 31 

55—75 

6.71 

11.40 

11.86 

12.70 

7.92 

11.82 

75—100 

10.02 

16 43 

14.80 

15.85 

11.40 

16.21 

100 and above 

16,17 

22.46 

30.19 

31.35 

21.96 

26.7/ 

All Households 

8.^3~” 

12.87 

17.96 

19.03 

10 51 

14.96 


Source: Report of the Indirect Taxation Enquiry Committee. 


had developed on a haphazard basis without any set policy guide- 
lines. For example, while discussing the phases thnuigli v\ hich the 
Central excise duties have passed, the Cotnmittec observed that 
“There was no clear cut shift in the policy regarding the pattern of 
taxation from one phase to the next. It was only a superimposition 
without any attempt to make appropriate adjustment in taxes 
imposed earlier.” (Para 5.2.) The system of indirect taxation that 
we have today is the result of a more or less uncoordinated growth 
of major individual indirect taxes levied independently by the Centre 
and State Governments and Local Authorities. The structure of each 
of the major individual indirect taxes is itself not entirely rational or 
internally consistent, and their interaction often serves to enhance 
their,harmful effects (Para 3.3). 

The Committee noted the lack of uniformity and abundance of 
diversity regarding rates, coverage, procedures etc., in indirect taxa- 
tion, especially in the sphere of State taxes like sales taxes, octroi 
and the like. 

The Committee found that the existing indirect taxation doc-, not 
have an adequate built-in-elasticity because each year the tax rates 
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liave to be revised upwards and coverage increased to meet revenue 
requirements. 

But the biggest weakness or defect of indirect taxes in India 
was found to be their cost-cascading effects. In India taxes arc 
imposed either on per unit basis, or on ad valorem basis. In the latter 
case, the tax is a certain proportion ol the total value of the taxed 
object. In both cases, therefore, the cost of acquisition by the pro- 
ducers at the next stage goes up to which they add their own propor- 
tionate profit margin. The cascading or snowballing effect is still 
more in the case of ad valorem taxes. "‘When taxes fall on inputs 
and on the final product, such of these taxes as are levied on an ad 
valorem basis fall not only on the value of the products, but at each 
stage they fall on the tates that may have been earlier levied on 
them. Alongside, there is an escalation of costs and profits at each 
stage. ” fPara 3.7.) The snowballing, in turn, brings in many undesi- 
rable effects. Firstly, “With widespread taxation of inputs by more 
than one authority, it is not possible to control the incidence on final 
products” (Para 3,9.) As a result it becomes very difficult to have 
an as<!ured progressive tax policy. Secondly, taxation of inputs pro- 
motes vertical integration to avoid taxation since captive consump- 
tion does not bring in tax liability due to absence of sales transac- 
tions. Thirdly, the use of indirect taxation as a policy tool becomes 
less effective. Fourthly, the general escalation of costs hinders 
exports. It is not easy to refund the tax collected on all inputs for 
encouraging exports; and in any case sales tax is not refunded. It is 
both more practical and internationally acceptable to refund value- 
added tax. 

Another important defect of our indirect tax system is in multipli- 
city of rates, specifications, procedural comp icdtions etc. which make 
our taxes complicated, uncertain, discriminatory and administratively 
difficult. 

The Committee argued that import duties have similar cost-cascad- 
ing effects to the extent they are imposed on inputs, like raw mate- 
rials and machinery and equipment. It pointed out that higher rates 
by themselves did not mean more revenue if there arc quotas and 
other restrictions, etc. Therefore, there was a case to reduce duties 
on certain consumer necessities and professional items but not on 
luxuries. 

Suggestions and Rccommf ndations. The Committee dealt elabo- 
rately with the task of reforming the existing indirect taxes. It pro- 
ceeded on the assumption that “the proposed changes should ensure 
an adequate and rising flow of resources of the Government and pave 
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the way for an integrated indirect tax system in the country which 
should be more efficient, more equitable and better oriented to» 
further the objective of planned development,” (Para 1.6.) Accord- 
ingly, the Committee tried to work out a system which avoided the 
main weaknesses of the existing set up. An important consideration 
before the Committee was to eliminate the snowballing effect of our 
indirect taxes which caused all kinds of distortions in resource alloca- 
tion and mace our economy a high-cost one. 

The recommendations of the Committee were in the nature of 
both short-term and long-term measures, though they necessarily 
overlapped in certain areas. 

In the field of excise duties, the Committee pointed out that speci- 
fic duties tend to be regressive. An duty encourages the 

production of lower cost goods while a specific duty encourages the 
production of expensive ones. The Committee maintained that ad 
valorem duties are more difficult to administer, but this problem can 
be overcome. Moreover, ad valorem duties have income elasticity 
and their rates don't have to be levised too often. It therefore recom- 
mendeo that like items should be taxed at same rates and there 
should be different slabs of excise duties with a general aNcrage uf 
20 per cent while a range of items should be kept free for economic 
and social reasons. Accordingly the Committee recommended the 
abolition of taxation of inputs straightaway . Further, the aim of modi- 
fication in excise duties should be to ensure that cumulative cflects nn 
items like plant and machinery are avoided. Hence, the Committee 
recommended a reduction of duties on diesel engines, power driven 
pumps, electric motors, and refrigerating and air-conditioning machi- 
nery used for industrial purposes. It also recommended lowering of 
duty v‘n cement. Some of these recommendations were accepted by 
the Government and put in the budget for 1978-79. 

The Committee noted that there was a variety of criteria for 
granting of concession to small producers including the value or 
quantity of clearance, the number of workers employed, the use of 
power and the value ol p ant and machii.ery installed. It wanted to 
institute a uniform or ai least a similar yardstick on a slab basis with 
reference to value of output. This recommendation was also accepted 
in t!'e budget for 1978-79. 

Regarding tl.c simplil'cation of procetliirc for collection and 
asse sr*. ent of e<c»se clinics, the Committee noted the lack ofpopu- 
lant . ^'f the Centra* lAcisc fScIf- Removal PnTccdure) Scheme and 
strc'.^^ec^ fact that th" sc'iemc provided against any loss 

of revenue, but not against the loss to the producer. Therefore, the 



The Indian Tax Svstemi Certain Issues 485 


Comrrntiee suggested certain modifications in the Scheme to make it 
more practicable and acceptable. 

lu the field of customs duties, the Committee recommended that 
‘‘from a purely economic point of view, lowering of import duties on 
raw materials would be desirable. The danger of a loss of revenue 
ol’len gets exaggerated, because the prospects of higher revenues 
on account of larger imports as well increased excise revenues... arc 
not taken into account. Of course, protection to domestic industry 
has to he ensured” (Para 7.14). 

The Committee points out that same arguments apply to lowering 
of duties on capital goods also. The Committee did not find any 
rationale for having both the basic and auxiliary duties as separate 
levies on imports. But “countervailing duties, which are imposed 
on imports arc equal to the excise duties levied on the like products 
produced indigenously, aie fully justified on economic considera- 
tions." (Para 7.17.) ITicse duties should not be abolished. 

A strong plea had been made to the Committee for merging the 
sale^ tax vviih excise duties and earmarking the enhanced proceeds 
lor the States. Inthel950’s, the Taxation Enquiry Commission had 
also recommended that commodity taxation should be levied by only 
one authority, the Central Government. The Federation of Indian 
Chambers of Commerce and Industry also made a strong plea to that 
effect. Apart from uniformity in commodity taxation, various other 
advantages were also claimed for this step. But the State Govern- 
ments pleaded against such a merger. They pointed out their unhappy 
experience in the field of additional excise duties in lieu of sales tax 
the revenues from which remained virtually frozen (though the Centre 
got more revenues from them by raising basic duties while keeping 
the additional duties unchanged). The Stale Governments also felt 
that by surrendering their rights to sales tax, their autonomy would 
be eroded and this would also undermine their financial discipline. 
The Committee saw weight in the arguments of the State Govern- 
ments. It also noted that all commodities subject to sales tax were 
not subject to Central excise duties also. The States were collecting 
ab ^ut Rs 500 crores by way of sales tax on those commodities wlych 
were free from excise duties. Moreo\er. excise duties are levied at the 
ex-factory price, while sales tax is levied at the final sale value. From 
till'' angle also revenue from sales tax should be more than the corres- 
ponding revenue from excise duties. Unfortunatelv, how’cver, the sales 
ta\ has evolved into a burden upon both l‘ie producer and the con- 
sider through raising costs. The Committee, after considering various 
aspects of the problem, recommended that: “On a balance of all the 
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considerations, we favour a <!ingle point tax at the last stage." (Para 
8.16). Similarly, it recommended a reduction in the Central sales tax 
from 4% to 1% in stages. Exemption from registration for sales tax 
and keeping of accounts should be raised to Rs 2.5 lakhs. Sales of 
inputs to registered manufacturers should be free from taxa- 
tion. 

The Committee, like all earlier Committees, found octroi to be an 
obnoxious and harmful levy. It recommended its abolition— at least 
in stages, if it could not be abolished forthwith. The local bodies 
could be helped in finding alternative sources of funds or could be 
helped directly through grants. But the main emphas)s of the Com- 
mittee was on getting octroi abolished rather than on any particular 
alternatives to replace it. 

Long-term Reforms. The above recommendations were not 
taking into account the need and possibility of long-term reforms of 
far-reaching importance. The Committee pointed out that it was not 
sufficient to limit the reforms to each individual tax. In order to 
mitigate the problem of cascading and to minimise the overlapping 
of excise and sales taxes, the Committee had suggested that on the 
one hand there should be a lowering of excise duties on raw materials, 
and on the other, restrictions should be imposed on the power of 
State Governments to levy of sales taxes to the extent needed to 
ensure that there was no undue increase in cost of production and 
that each State essentially taxed its own residents. These restriction' 
should also ensure that the State policies did not work against 
national priorities. But all such reforms can be only a partial solution 
of the problem. 

It is in this context that the Committee considered the case for 
VAT. As we know, VAT is a system in which tax liability is deter- 
mined with reference to the net value added at each stage, so that 
the total tax liability on a good is in proportion to the final value of 
the product irrespective of the stages of production or trade that it 
passes through. The Committee had- strong theoretical and other 
reasons for recommending the adoption of VAT. It however noted 
that administratively it is not an easy thing to adopt this iccal 
system. The Committee admitted that “It would be premature now' to 
think in terms of a comprehensive system of VAT extending down to 
the letairievel. But in order to put Central taxation on a rational 
basis, we would urge that serious consideration be given for moving 
over to a VAT system at the manufacturing level — the so ca led 
MANVAT. It is our view that in ultimate analysis a satisfactory 
solution to the various distortions and problems that arise from an 
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extended system of excise taxation lies in the adoption of MANVAT.” 
(ParalO.9.) “It would be prudent to make a start with 3 or 4 indu^- 
tries which produce final products. . . . Such a pilot project would ena- 
ble Tax Administration to test out procedures and study the reaction 
of the tax-pa}ers.” (10.18.) Administratively MAN VAT is not much 
difiicult. Accounting problems would be the minimum while dealing 
vvith big manufacturers, and the number of tax-payers would be small. 
1’he Committee recommended that the tax credit version of MAN VAT 
should be adopted. This version has many advantages such as the 
possible relief for certain goods, a relief on the basis of use of labour- 
intensive techniques, or the need to lax value added at stages before 
the manufacturing stage if it is not possible to apply MANVAT for 
some reasons. Rule 56-A of the excise tax system already provides 
a method similar to the tax credit one. Extension of this Rule was 
recommended as the first step towards adoption of MANVAT. At 
the same time, however, it was necessary that sales tax on inputs 
sold to manufacturers should be avoided. 

It goes without saying th it the Committee his made far reaching 
lecommcndations. By the \ery nature of the problem it was analyz- 
ing, it could not recommend an overhauling of the entire system 
without suggesting that experience along the new system should be 
gtithcrcd by the authoiitics. To this end, therefore, its recommenda- 
tions fall into short-term and long-term proposals. Furthermore, it 
was facing a difficult issue in the form of merger of sales tax with 
Cnion excise duties. The solution involved the will and aspirations 
of the Slates, their past experience with the Centre and various 
economic and political questions. The Committee decided in favour 
of retention of sales tax bv the States. However, it recommended a 
long-term switch towards VAT system right through indirect taxation 
at both the Central and State Ie\ els together with the abolition of 
octroi at the local level. 

FEATURKS AND ASSESSMENT OF THE INDIAN TAX SYSTEM 

Tax system of a country is an iniogral part of the overall economic 
system of the countr> and is expected to contribute to the achieve- 
ment of chosen social and economic objectives. An appropriate lax 
policy brings about the required tax system and manifests itself m 
the rate structure, tax deterrents and incentives and the like. 

Indian tax sysiciii niav broadly be divided into direct and indirect 
taxes for the purpose of noting their broad fcatuics. Direct taxation 
includes personal direct taxation and corpor.ite taxation. In India, 
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Ihe general approcch is that direct taxation should be associated 
v^ith income and wealth rather than consumption and expenditure. 
Accordingly, income tax forms an important segment of direct 
taxation in our country. Income tax is payable by both physical 
persons and juristic or legal entities including associations of persons, 
etc. The rates, exemptions and rebates arc ail determined for each 
year of assessment and arc prescribed in the annual Finance Acts. 
Hovvever, non-agricultural income can be taxed only by States but 
all States do not levy this tax. A company, being a legal entity 
distinct and separate from individual share-holders comprising it, 
also pays income tax (called corporation tax). However, companies 
have been allowed various tax concessions for encouraging invest- 
ment in general and in specific areas and industries in particular. 
These tax concessions have been varying quite frequently in coverage 
and rates causing a good deal of uncertainty. Other direct taxes in- 
clude provisions for taxation of capital gains and gifts, an annual 
tax on wealth and estate duties. A tax on interest earnings of schedu- 
led commercial banks was there for some time and was reintroduced 
in 1980. Similarly, a tax on personal consumption expenditure was 
there for two brief spells before it was finally abolished. Direct taxes 
of States and local bodies include taxation of agricultural incomes, 
land revenue, taxes on buildings etc. 

Indirect taxes of the Central Government include taxation of 
capital transactions, taxation of advertisements, customs duties 
and excise duties. Indirect taxes of States and local bodies include 
sales tax, certain excise duties, entertainment tax, taxation of motor 
vehicles, registration and stamp duties etc. 

Starting with the criterion of adequacy, we find that though in tb.c 
earlier years, tax revenue did not increase fast enough, such is not 
the case now. The tax system has exhibited a good deal of buoyancy. 
Most of the budget estimates show that even with the unchanged rates 
and coverage of taxes, tax revenue was expected to rise at a rate 
faster than that of income. The tax system has also exhibited elasti- 
city when we note that year after year the tax revenue has increased 
substantially through variations in coverage and rales of taxation. 
However, one may claim that in spite of these increases, tax revenue 
has not been able to yield enough resources for the Government and 
it has to resort repeatedly to market borrowings and deficit financing 
to meet its increasing requirements. A limited amount of market 
borrowings and deficit financing are justified on various grounds, but 
it is a general belief that in India, deficit finan:ing idicn crossed its 
limits and caused an inflationary rise in prices. Thus we may conclude 
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that our tax system his a hi^zh productivity but not a hii:?h cnoii'ih 
one Our tax policy has aimed at raising the tax revenue through 
upward revision of tax rates, wherever possible, and extending the 
coverage of the taxes. Since the scope for revision of rates and 
coverage was limited in direct taxes, our tax policy has concentrated 
upi>n tapping indirect taxes to a disproportionate extent. This has 
made our tax system inequitable and regressive. At the same time, 
even the direct taxes have been suifering from inequity partly due to 
the non-taxing of agricultural incomes and partly on account of tax 
evasion. If adequate steps had been taken to plug the loopholes 
leading to tax evasion tne need to spread the indirect tax net would 
have been reduced. As it is, because of the laigc scale tax evasion 
(both in the direct and indirect taxes), the proportionate burden 
upon those who are paving the taxes has increased very much. 

Our tax system falls short of the criterion of clhcicncy. In most 
cases It IS not within the limits of practicability. On account of comp- 
licated laws and rapid changes in their provisions, our tax system has 
lost the qualities of simplicity and certainty. Tax liabilities are subject 
u) .. variety of interpretations and this opens up a scope for tax 
evasion and avoicance also. Kaldor had claimed that our tax laws 
suffer from defective definitions of some basic concepts and our legal 
sysiem allows certain loopholes for tax evasion. For example, our 
laws permit holdings of benami properties. Coupled with shortfalls 
in the administrative machinery, our country faces an endemic prob- 
lem of tax evasion and black money. Complexity of our tax system 
wo^ks against its efficiency. It must be remembered that there arc also 
certain inherent tendencies contributing to the growing complexity 
of our tax laws. There is the primary question of mobilisation of 
rcs.jurces. It is found that there is a need to increase the tax cover- 
age for this purp )sc and that, by its very nature, militates against 
simplicity of taxation. Furthermore, taxation is widening its role as 
an instrument of social and economic lustice, resource rc-allocati^m, 
and reduction in regional imbalances. In a modern economy tax 
provisions cannot be simple enough for the obvious reason thal a 
ver, large number of taxes h ivc to be imposed and ihey must^ also 
conform to the realities and complexities of economic life of the 
community. But our lax svstem, it appears, tries to accomplish too 
much by way of using tax piovisions It proceeds on the premises 
that the economy in its diverse a»rccts readily responds tv) various 
lax dimuli and deterrents. In the pivcess of providing a tax incentive 
or a tax deterrent for several cconc mic and » thcr obicclives, v\c huNc 
ended with a very complicated system ottix l.ivss. This detect of 



490 Public Finance 


our tax system has been noted frequently enough and the complexi- 
ties and ambiguities are found both in direct and indirect taxes. 
Accordingly, our policy should now be to simplify our tax laws to 
the extent possible and at the same time make them more elTecdvc 
and responsive to the needs of the economy and the society. Requisite 
administrative and procedural reforms are also needed to achieve 
this objective. 

In this context, in certain quarters, there has been a move that direct 
taxes in India should be consolidated into one. Direct Tax Law 
Committee (initially headed by Shri A.N. Palkhiwala and later by Sliri 
S.C. Choksi) was specifically asked to consider and recommend on 
“the advisability of consolidating the laws relating to income tax, sur 
tax, wealth tax and gift tax into one Act or in any event providing a 
consolidated return for these taxes.” The case for consolidation of 
direct taxes into one rests, amongst other things, on the fact that the 
bases of these various taxes are interdependent anti therefore a sing c 
consolidated tax would be economical and would provide lesser ;ct pc 
for tax evasion. Moreover, this would speed up the process of asscs>- 
ment, collection and recovery of taxes due and would be administra- 
tively more practicable. 

However, we should distinguish between the consolidation of direct 
taxes into one on the one hand and the need to have a single ctmi- 
prehensive tax return on the other. It should be remembered that 
these different taxes arc designed to serve a variety of objectives 
which no single lax would be able to. Th© benefits of the speedy 
assessment, collection and recovery and plugging of tax evasion etc., 
can be had by-instituting a single comprehensive return as suggested 
by Kaldor. There is a need, however, to simplify a number of tax 
provisions and make them more effective. Currently, the tax rates 
are subject to annual changes through the annual Finance Acts. This 
causes a lot of uncertainty and often leads to anomalous situations. 
The Choksi Committee, after studying laws and procedures of direct 
taxes in Britain, USA and Japan, has recommended that there should 
be a consolidated legislation to be called “The Direct Taxes Manage- 
ment and Administration Act” for all the four direct tax laws 
(income, wealth, gift and sur tax). It has also recommended a 
common assessment procedure, a common appellate procedure, a 
common procedure for recovery of taxes and the establishment of 
a Central Tax Court with all-India jurisdiction to deal exclusively 
with litigation under direct tax laws. 

Similarly, the Indirect Taxation Enquiry Committee (Jha Commit- 
tee) has made several recommendations regarding indirect taxation 
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which wc have discussed elsewhere. 

It is commonly felt that our tax system is not suflicienlly equitable 
as between difTercnt sectors of the economy on the one hand and 
between individual members of the society on the other. It is a 
common knowledge that agricultural sector of our country is taxed 
quite lightly compared with the non-agricultural ones. Partial integra- 
tion of agricultural income with non-agricultural income for the 
purpose of assessing non-agricultural income is only an incomplete 
step in the direction of removing this inequity. Actually, this contri- 
butes to inequity as between individuals. The need for a rational and 
heavier tax on agriculture has been argued in the chapter on agri- 
cultural taxation in this book. We find, however, that the reforms 
like the introduction of AHT as recommended by the Raj Committee 
are not being given sufficient attention by the States. In certain cases, 
even land revenue has been reduced or abolished since the Raj 
Committee reported. There have been instances of liberalisation of 
even the taxation of agricultural income. The States are actually sub- 
sidizing agricultural inputs like water for irrigation by supplying 
tnem at prices below cost. Even the Central Government policy has 
been to subddize agricultural inputs or to tax them at concessional 
rates. Such an approach not only causes an inter-sectoral imbalance 
in tax burdens, it also cont^ibutc^ to income inequalities within the 
agricultural sector as the agricultural inputs under consideration arc 
mainly used by the richer farmers only. 

Inequity of tax burden as between individual members of society 
results from a difference between legal progression and effective pro- 
gression.*'* On paper, our direct tax laws arc highly progressive. 
Actually, a complete tax compliance would generate a forceful disin- 
centive to work and earn more. The provisions of the direct tax laws 
are all designed reduce income and wealth inequalities. Reality, 
however, is quite different. There is a general paucity of data and 
accounts and our tax administration is not able to cope with this 
situation. Various conceptual and legal deficiencies also contribute to 
this state of affairs. Thus, for example, we have a problem in separat- 
ing business expenses from personal consumption ones. It is equally 
difficult to distinguish between essential and non-essential business 
expenses. The resultant large scale tax evasion not only causes a loss 
of revenue to the exchequer, it also distorts the consumption pattern 
in the economy and diverts its producti\e resources to a wastc- 

»*Gian Singh Sahota, “Income Distribution and Taxation,’* Economic Times 
Annual Number, 1974. 
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ful use. 

The system of indirect taxation in India also contributes to inequa- 
lities. Here also in terms of rates and coverage, the system is highly 
progressive. While necessities are exempt from taxation or are being 
t.axed at quite low rates, luxuries are subjected to higher rates. But 
the evil of large scale tax evasion is equally prevalent in this case as 
well. Rather in certain cases we find that while indirect taxes arc 
collected from consumers by way of excise duties or sales tax, the 
same is evaded and misappropriated by the producer or seller. Simi- 
larly, it should be noted that taxation of inputs and intermediate 
goods is itself regressive. This is because such taxes have a cost- 
cascading effect. In an economy of shortage like ours, this enables 
the manufacturcr.s and sellers to mark up prices by margins far in 
excess of the taxes imposed. Moreover, the system breeds a process 
of taxation of taxes and this pushes up costs and prices still further. 
And inflation, as we know, contributes to inequalities. 

The system of direct taxation in our country is loaded in favour of 
capital intensive techniques. The tax concessions like tax holidays, 
initial investment allowance and so on are all related to the invest- 
ment of capital rather than to employment of labour. The only 
concessions favouring the labour employment are like initial allowance 
on houses built by the employers for lower-income employees. 
Repeated budgets of the Central Government have ignored the 
employment aspects of the budgetary proposals. Incidentally, this 
factor also contributes to income and wealth inequalities. 

Our tax provisions are expected to be of help to the economy in 
achieving a quioker rate of capital accumulation and economic growth. 
But they are concerned more with provisions for investment and less 
with those to encourage savings.The incentives provided to attract 
people towards savings are limited and their inadequacy increases in 
view of rising prices and falling purchasing power of money. How- 
ever for this purpose our direct taxes arc studded with a large 
number of exemptions, rebates and the like for encouraging savings, 
and channelling of investment into particular lines. Priority industries 
get a piore favourable treatment. Income from particular investments 
are exempted from income taxation up to a certain extent. To the 
extent these incentives go, they arc good. But we find that in some 
cases there arc too many provisions relating to these objectives and 
the tax laws have lost simplicity and probably even effectiveness. 
Instead they tend to provide certain loopholes to the tax dodgers. 
Some provisions are even contradictory. It is also suggested that in 
corporate taxation the approach to choose profits as the tax base 
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should be replaced by expenditure. In our economy where capital 
and other resources are in short supply, profit as the tax base 
encourages waslclul and uneconomic expenditure to reduce the 
accounting profits. However, as stated earlier, it may not be 
expedient enough to shift the tax ba'-c from profit to expenditure, 
but the existing tax laws certainly need a good deal of simplification. 
The intelligence and reporting system must be made more com- 
prehensive and effective without bringing in any undue harassment 
of the honest tax-payers. All told, our tax policy seems to have failed 
in cuibing consumption and diverting savings into selected lines of 
investment. The rate of growth of the economy also has not been 
fast enough. 



22 RAILWAY FINANCES 


The railways are the principal departmentally-run commercial under- 
taking of the Government of India. The financial relationship bet- 
ween the railways and the Central Government is governed by the 
recommendations made from time to time by the Railway Convention 
Committee of the Parliament. The Budget of the Railways and the 
Demand for Grants relating to railway expenditure arc presented to 
Parliament separately in advance of the main budget of the Central 
Go\ eminent. Howe\er, the total of receipts and expenditure of the 
railways are incorporated in the Budget Statement of the Go\crn- 
nicnt of India. 

The importance of railways in our national economy cannot be 
over-estimated. Railways are the biggest public enterprise of the 
Government of India in terms of investment and employment (both 
direct and indirect). They play an indispensable role in our economy 
both as carriers of goods and passengers and as an active influence 
and element in the cost of most goods and services. If we look at the 
investment figures only, we find that the capita I -at-charge has in- 
creased rapidly during the Plan period. Thus while the average 
capital-at-charge during ihe First Plan was Rs 889.47 crores, it rose 
to Rs 1,320.78 crorcs and Rs 2,170.97 crores during the Second and 
Third Plans respectively. During the Annual Plans of 1966-67 to 
1968-69, the figure averaged Rs 2,973.62 crores rising to Rs 3,535.20 
crores and Rs 4,447.79 crores during the Fourth Plan and Fifth Plan 
respectively. In 1980-81 (BE) the figure stood at Rs 5756.32 crores.^ 
Simi'arJy, the gross tariff receipts from railways for 1979-80 (BE) 
were estimated at Rs 2545.35 crores out of which earnings from 
goods traffic were Rs 1587.30 crores. Total assets of the railways, as 
at end-March 1979 stood at Rs 5953.43 crores and they contributed 
to the Central Revenues by way of dividend (interest and contribu- 
tion)' on capital-at-chargc Rs 295.97 crores and Rs 319.67 crores in 
1979-80 (RE) and 1980-81 (BE) respectively. 

Railway finances were separated from the Budget of the Govern- 
ment of India on the recommendation of the Railway Convention of 
1924. Keeping the railway finances as a part of the main budget 


^Explanatory Memorandum on the Railway Budget, 1980-81, p. 53. 
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••vas found to cause a great deal of uncertainty to the main budget and 
v\as a source t'f handicap to the rail>\a>s The main budget was a 
\ ictim ol the commercial fortunes of the railways while the railways 
tound that they could not build up adequate development and reserve 
funds and have long-term plans because profits of good times could 
not be used to wipe out losses of hard times. Therefore, the Conven- 
ti m of 1924 proceeded along the idea that while the Government 
sh mid be assured of a regular contribution by the railways, the 
railways should be able to plan their (‘wn development and other 
programmes on a long-term basis and there should be a sufficient 
incentive for thorn to improve their finances. Accordingly, the 
Convention providcil that the rail wa\s should preside interest on 
capital-at-charge and in addition should also contribute to the 
general revenues a sum equal to 1% of the capital, ff any surplus was 
>eft after meeting these obligations, then I /5th of such a surplus 
should also go to the general revenue^. And further, in case this sur- 
plus exceeded three crores of rupees, then an additional fdrd of this 
surplus was also to be contributed to the general revenues. However, 
not all lines were commercially viable and many strategic lines were 
bound to yield losses. Such Josses were to be deducted from the 
contributions payable to the general revenues by the railways. The 
commercial nature of the railways made it likely that in s >me )ears 
they would not be able to meet even their fixed contributions to the 
general revenues. It was, therefore, stipulated that any such 
backlog would be made good from surpluses in subsequent 
years. 

The Convention of 1924 thus gave a much greater freedom to the 
railways. They could retain a portion of the surplus after meeting 
fixed changes to the general revenues, and this was an incentive for 
then to adopt appropriate measures for increasing efficicrcy. During 
the period 1924 to 1930 (for which the Convention worked admir- 
aoly) railways were able to contribute Rs 36 crores to the general 
revenues and credit Rs 19 crores to the Reserve Fund. 

The Great Depression of 1930’s dislocated the well-set pattern as 
established by the 1924 Convention The earnings of railways declined 
10 a very low level and they were not able to meet even inteYest 
charges out of their earnings with the result that the Reserve Fund 
was exhausted bN Maich 193"^ and for the subsequent pciiod up to 
1935-36, the lai vvavs couKl not make an> contribution to the general 
icvcnues. Instead they liad to make withdrawals oven from the Depre- 
ciation Fund to the extent ol Rs 31.50 crores. From 1936-37 onwards, 
railway finances started recovering, though quite slowly, and some 
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modest surplu'^es were recorded. However, technically, the railways 
could make a contribution to the general revenues only after paying 
back their withdrawals from the Depreciation Fund. The authorities, 
however wanted that the railways should make contributions to the 
general revenues. The Finance Member, therefore, announced a 
moratorium on liabilities of the railway finances to the Depreciation 
Fund for three years. By such a step the general revenues gained 
modestly but the railways remained financially as weak as ever. 

Thus, though the Plan as put forth by the Convention of 1924 was 
intrinsically sound, in practice it did not work well on account of toe 
depression of the 1930’s and the attitude of the authoritic'^ for pre- 
ferring the contributions to the general revenues at the cost of 
financial health of the railways. During this very period, the railways 
were also facing an intense competition from the road transportation. 
These combined factors led to the total exhaustion of the Reserve 
Fund and heavy withdrawals even from the Depreciation Fund. It 
was only the onset of the Second World War which finally enabled 
the railways to overcome Iheir financial difficulties. The general 
stimulus of economic activity increased the earnings of the railways 
and they were able to pay back their loans from the Depreciati' -n 
Fund by 1942-43 as also meet the payment of arrears to the general 
revenues which had accumulated to Rs 35.41 crores by the enJ ot 
1938-39. 

But it has to be kept in mind that even war-condition earnings did 
not help the railways adequately. With improving railway finances, 
the Government wanted to benefit itself especially on account o:' us 
war needs. U felt entitled to this benefit all the more because a large 
part of the railway earnings were from the Governmental and defence 
activities and railways had curtailed their services to the general 
economy, fn order to drain away the earnings of railwaxs to the 
general revenues, the Central Assembly passed a icsoiution ‘Stating 
that the surplus on commercial lines (minus the loss on strategic 
lines) was to be divided between the general revenues and the railway 
reserves in the ratio of 3 to I. For the subsequent years the divisi m 
of the surplus was to be decided on a yearly basis keeping iiixie / 
the relative needs of the general icvenues and the railways, till a 
convention was adopted. The resolution, in a way, ensured that l.ic 
raiiw'ays would be made to contribute a maximum possible amo :nt 
to the general rex^.nues without regard lo the slicnglhcnijig of their 
o'»'n finances * specially r.gainst the pos.ih’c ouslaiu'ht of lean years. 
Tlie railways lost thegol .cn chance of building up large Depivciati m 
and Rcs'tvc Funds out of their v ar-limc earnings. Instead the war 
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activities led to a great strain on the physical resources of the rail- 
ways. There was a heavy depreciation of the rolling stock due to an 
excessive use. A large scale postponement of the necessary replace- 
ment of railway equipment and rolling stock took place. During the 
1930’s the railways had not been able to go ahead with full renewals 
and replacements and the deficiency could not be made up during the 
war also. Rather due to the war-time demands and scarcities, the 
railways found it difficult to meet their own needs of repairs and raw 
materials. Actually about 4,000 miles of track and 4 million sleepers 
were supplied by the railways to the Middle East in addition to more 
than 8% of the metre gauge of Indian railways. This led to even a 
dismantling of 26 branch lines. All told, the railways emerged, after 
the war, in a very tattered condition and in need of immediate over- 
haul and repairs, f inancially, also, the railwa>s contributed Rs 158 
crores to the general revenues during the war years. 

It was realized that due to rising prices, the system of providing 
for depreciation was not a realistic one because the transfers to 
TVnrcciation f und were based on the acquisition and not on replace- 
ment costs. This made the Depreciation Fund inherently insufficient 
for the needs of the railwa>s. Accordingly, in 1944-45, a new arrange- 
ment was arrived at according to wliich a major portion of the 
capital cxpondiitiKC t>f railways was charged to revenue. At the same 
time, during 1944-45 to 1946-47 an additional sum of Rs4 crores was 
credited to the Depreciation Fund together with a withdrawal of 
Rs 1 1.76 crores from the Reserve Fund. However, in view of the 
excessive wear and tear during the war da>s, this much allocation 
was by no means sufficient to meet the requirements of the rauwaxs. 
Tiic contribution to the general revenues was how c\er placed at a 
figure of Rs 32 crores p.a. for 1944-45 and 1945-46. And in 1946-47, 
the railway contribution was set at 1% of the capilal-at-charge on 
commercial lines minus loss on strategic lines. Df the balance of the 
surplus, if an>, Rs 3 crores were provided for Betterment Fund and 
50% of the balance was to go to the general revenues. The Better- 
ment 1-und was meant to provide passenger facilities. 

The partition of the country was the next sct-back for railways and 
in 1947-48, the railways ended up with a dcficii after paying interest 
on capital-at-chargc. But the demands of the general revenues on 
railways continued with the result that in 1948-49, out of a Nurpliis 
of Rs 22 crores, the general revenues got Rs 7 crores, Rs 1 Ciore 
went to Bctlcxmcnt Fund and Rs 12 crorcb were credited lo ihc 
Depreciation Fund. 

By now, however, thinking was on foot to organize the railways 
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and their finances on a more sound footing. A numl‘>er of railway 
lines owned by Princely Slates were taken over by the Government 
on 1 August 1949 (namely those of Baria, Palanpur, RajpipJa, 
Cambay, Kolhapur and Sangli) The railway lines owned by the re- 
maining Princely States were taken over in 1950. Only a few light 
railways remained in private hands. The railway administration was 
thoroughly overhauled by organisng it into six zones. Later on, it 
was found that due to operational reasons, some of the zones were 
too unwieldy and as a result the number of zones was increased to 
seven with effect from 1 August 1955 and later to nine zones, 
namely. Northern Railway, North-Eastern Railway, North-East 
Frontier Railway. Pastern Railway, Central Railway, Western Rail- 
way, SouthernR ailway, South-Eastern Railway and South-Central 
Railway. Each zone is put under charge of a general manager. 

At the same time, a new Convention was adopted for a period of 
five years from 1950-51 to 1954-55 with the following main provi- 
sions. The railwass were to make a contribution to the general 
revenues at the rate of 4.0%on the capital invented out the general 
revenues (excluding the capital invested in lines running at a loss). 
The Development Fund was to be given as pecial attention. Since 
Partition, only Rs 2.18 crores had been credited to it. During the 
next three years, viz; 1950-51, 1951-52, and 1952-53. it received 
Rs 10.52 crores, Rs 10.65 crores and Rs 12.76 crores respectively. 
The contributions to the Development Fund, however, again declined 
to just Rs 3.29 crores and Rs 9.70 crores in the next two years. For 
the Depreciation Fund a minimum of Rs 15 crores p. a was fixed. 
This Fund, however, received Rs 33.59 crores in 1950-51 and Rs 30 
crores each for the years 1951-52 to 1954-55. 

This arrangement could at the most be considered an ad hoc one. 
It was to be revised in five years. Though the tax-payer had been 
granted the status of a shareholder, the rights and obligations of the 
Government were a mixture of different positions which could be 
assigned to the Government. However, a significant feature of this 
arrangement was that the railways could be expected to concentrate 
more on their development programmes, especially since the Depre- 
ciation Reserve Fund had got a priority over the Revenue Reserve 
Fund, 

The 1054 convention stipulated only a limited number of changes. 
The Depreciation Reserve Fund was to gel Rs 45 crores p.a. in view 
of increased needs of the railways. The Development Fund was now 
supposed to cover the housing of Class 111 employees also. The cost 
of unremunerative new lines costing more than Rs 3 lakhs- was also 
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charged to the Development Fund At the same time, the basis of 
•calculating the 4% dividend to be paid to the general revenues was 
slightly modified. This Convention remained m force till the end of 
1960-61. In actual practice, however, it was found that the Develop- 
ment Fund did not receive as much attention as it deserved. Only 
Rs 7.57 crores were credited to it in 1955-56 and Rs 20.56 crores in 
1956-57. The figure fell to Rs 13.63 crores and Rs 18.92 crores m the 
next two years and rose to Rs 34.47 crores and Rs 35.09 crores in the 
subsequent two years. The closing balance stood at only Rs 19.13 
crores in 1960-61 as against Rs 17.54 crores in 1954-55. The Revenue 
Reserve Fund which had a closing balance of Rs 38.36 crores at the 
end of 1954-55 stood at Rs 53.44 crores at the end of 1960-61. The 
inadequacy of the Depreciation Fund was obvious in spite of the 
extra amounts credited to it. As a result, its closing balance tell from 
Rs 100.69 crores at the end of 1954-55 to only Rs 19.79 crores in 
1960-61. To look at the picture from another angle, while capital-at- 
charge of railways increased from Rs 850 ciores in 1951-52 to Rs 1521 
e»’ores in 1960-61, the net revenue increased from Rs 61.75 crores to 
Rs 87.87 crores only. 

In the next Convention it was ad ipted that the railways should 
contribute 4.25% instead of 4% of the capital-at-chargc to the gene- 
ral revenues. The contributions to the Depreciation Reserve Fund 
were raised to Rs 70 crores p.a. for the years 1961-66. The actual 
contribution to the Depreciation Reserve Fund, however, amounted 
to Rs 380 crores for this period. 

The Railway Convention Committee of 1965 recommended that 
the railways should pay a dividend of 4.5% on capital invested up 
to 31 March 1964 and for the capital invested after this date, the 
dividend should be at the rate of 6%. The tax on railway passenger 
fares was merged with the basic fares with effect from I April 1961 
and the special payment in lieu of tax on passenger fares was 
•merged w ith the dividend to general revenues. Out of the special 
payment, Rs 16.25 crores are being given to the States as a grant 
in lieu of the said tax and the balance is utilized to assist the States 
to finance safety works such as manned level crossings, overbridges 
and under-bridges. The Committee recommended a concession in the 
matter of dividend payment on certain element of capital like the 
capital invested in new lines and capital-at-charge of the non-strategic 
portion of the North-East Frontier Railway, the unremunerative 
branch lines and also the elemeht of ovcr-capit ilization. In respect 
of the new lines, the dividend for the initial period of five years after 
the opening of the lines for traffic became payable from the sixth 
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year onward only if the net incomes of the new lines yielded a- 
surplus after payment of the current dividend. Furthermore, if any 
liability for deferred dividend was not liquidated within a period of 
20 years from the opening of new lines, then such liability was to 
lapse and the entire loss in the operation of the strategic lines was 
to be borne by the general revenues. The Railway Convention 
Committee of 1971 not only continued the above arrangements but 
extended additional concessions and exemptions to the railways. The 
Convention exempted the capital expenditure on strategic lines from 
the payment of dividend. The loss in the working of such lines was 
debited to the general revenues and if these lines yielded a surplus 
then also transfer to the general revenues was not to exceed the level 
of the normal dividend. It was also decided to amortise the unpro- 
ductive capital to the extent of the interest earned on the balance in 
the Railway Reserve Fund and supplemented by such appropriations 
from Railway Revenues from year to year as could be possible in view 
of the overall linancial condition of the railways. Furthermore, 25% 
of outlay in a year on work-in-progress (which could otherwise be 
liable to payment of dividend) was exempted from payment of 
dividend for a period of three years. 

The Railway Convention Committee of 1973 recommended that 
the existing arrangements should continue. It further recommended 
that 50% of capital outiay, on work-in-progress (with some excep- 
tions) be exempted from dividend liabilities. New lines, and I’&T 
wires were also exempted from payment of dividend for a period of 
three years. Jbe recommendations of the Railway Convention Com- 
mittee, 1977, were applicable for two years, 1978-79 and 1979-80. 
In terms of its recommendations, the railways were to pay a fixed 
dividend to General Revenues on capital invested in the railways as 
computed annually in lieu of interest charged plus a small amount of 
contribution. On capital cost of residential buildings, the rate of 
dividend was fixed at 3.5%. Capital invested before 1 April 1964 was 
to bear a dividend of 4.5% plus an additional 1% in lieu of passenger 
fare tax (which was merged with the basic fares in 1961). The rate of 
dividend on capital invested after 1963-64 was fixed at 6%. These 
liabilities, however, were subject to certain concessions. For 
example, 50% of new capital outlay was exempted for a period of 
three years from dividend lability. There were also concessions in res- 
pect of certain lines which were being treated as ‘national invest- 
ments’ or where the railways themselves vfrere granting freight 
concessions. Capital out'ay in respect of strategic and unremunerative 
lines was fully exempted from dividend liability. 
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The Railway Convention Committee ( 1 977) ceased to exist with the 
dissolution of the Sixth Lok Sabha. Pending the formation of a new 
Committee and its recommendations, the existing arrangements have 
continued and effective from 1979-80, the above mentioned conces- 
sions (except losses in the working of strategic lines) are being 
provided to railways in the form of a subsidy from General 
Revenues. 


RAILWAY FINANCES DURING THE PLANS 

Finances of the railways leave much to be desired when we view their 
performance during the planning era The railways, being the biggest 
commercial enterprise in India, can legitimately be expected not 
only to contribute to our national economy indirectly in terms of an 
efficient transportation service, but also to generate a good amount of 
surplus for economic growth in the country. Such an economic 
surplus could be used both as a contribution to the general revenues 
as also to finance the development of the railways themselves. We 
might begin by looking at the Funds used by the railways for various 
d clopmcntal purposes (that is, purposes other than those of 
financing the working expenses). Such developmental activities would 
include addition to capitil of the railways, Depreciation Reserve 
I und, Dcve’opmcnt Fund, Revenue Reserve Fund, and the like. 

Let us begin with a look at the resource portion in general (Table 
22 1). We find that internal lesources as a portion of the total of 
funus has stood at a low figure ami the gap had to be filled by 
goveinment funds. Thus dm mg the I irst Plan the internal funds as 
a percentage of the total stood at 66 bS, but it declined to 41 18 
and 4t).9S in the Second and Third Plans respectively. During the 
Annual Plans this ratio sh^iwcd a maigmal improvement (rising 
liom 3'>.75"/ to 40.98'\,), but in the Fourth Plan it again fell to 
35.07%. Actually during the Annual P'aus, the Fourth Plan and 
the Fnflh plan thcic were withdrawals from the Revenue Reserve Fund 
of the amounts of R'- 6'1.38 crores, Rs 146.03 crores and Rs 682.95 
crorcs respectively. Moreover, a niaior portion (si>mctimes the whole 
id'it) of appropriation to ihe Revenue Reserve Fund has been by way 
oi loans from the General Rcvc’.nies instead of from the earnings of 
the railwa>s themselves. 1 he ycai 1 9 r4-7 5 was particularly hard for 
the railwavs on account ot various factors inducing the general strike 
in May 1974 Since ihen, lu»v ever, the percentage of railwav funds to 
total resources has unproved to some extent, as seen from the figures 
for the subsequent vears The improvement is creditable because it 
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has taken place without undue upward revision of railway fares and 
freight rates (though excise duty on coal electricity generation and 
diesel was raised). 

The same picture again comes to the forefront if we look at the 
behaviour of Gross Traffic Receipts, Working Lxpenses and Net 
Revenue in relation to capilal-at-charge (see Table 22.2) We find 
that from the First Plan to 1980-Sl, capital-at-cliarge increased from 
Rs 889.47 crorcs to Rs 5756.02 crores (that is about 6.5 times). 
But while gross traffic receipts increased from Rs 287.75 crores to Rs 
2545.35 crores (9 times), the working expenses have increased 9.8 times 
during the same period, indicating the commercial failure of the 
railways. In the same connectiim, the net revenue (before the pay- 
ment of dividend) has been varving within a low range of Rs 48 cro- 
res to Rs 282 crores. After meeting the dividend charges, the railwa- 
ys ha\e either been ending with a meagre surplus or even a shortfall. 
Net surplus as a percentage of capilal-at-charge has not exceeded 3.3 
and has many times fallen to nnegative figure. 

T.\BLi: 22.2 


RMLwav Financ es Durinc. Plans— Nlt Ri.vinim and Surplus 
(Shortfall) in Ri i \TioN to Capifal-ai-Chsrcji? 

( Rs in croi ca ) 


Capital-lit 

Cross 


Net 

%t(> Net 

% 


charge 

Traffic 

r\pcnses 

Revenue 

{2) StapluA 

to (2) 



Receipts 



or 







Shortfall 


(/) 

(2) 

{i) 

{4) 


t(>> (7) 


Hirst Plan 

889.47 

287.7.S 

233.72 

48.05 

5.4 13.48 

J.5 

Second Plan 

' 1320.78 

399.34 

320.63 

65.85 

5.1 18.93 

1.4 

Third Plan 

2170.97 

618.78 

480.69 

124.24 

5.7 29.49 

1.4 

Annual Plans 

2^J73.62 

828.59 

691.83 

122.31 

4.1 —19.22 - 

-0.6 

Fourth Plan 

3535.02 

1070.20 

919.63 

136.04 

3.9 21.32 - 

-2.8 

Fifth Plan 

4447.79 

1833.68 

1598.90 

214.94 

4.8 +38.53 

0.85 

1978-79 

5023 92 

2151.04 

1866.79 

260.82 

5.2 +36.66 

0.73 

1979-80 (RE) 

5400.32 

2354.44 

2108.07 

253.88 

4.7 - 42.10 - 

-0.78 

1980-81 (BE) 

5756.32 

2545.35 

2294.47 

281.55 

4.9 —38.12 - 

-0.66 


Source: Explanatory Memorandum on the Railway Rudget, 1979-80 and 
1980-.S1 


Notes: Figures in columns 2 to 5 aic on the basic of annual averages. *Net 
Revenue’ befoic pa>ment to the General Revenues; Column 7 is ‘Net Revenue’ 
minus ravmcnt to the General Revenues. 

The weak liealth of the railway finances can be judged by looking 
at the state of affairs of individual railway funds as well. Thus the 
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Revenue Reserve Fund could be replenished by only Rs 32.44 crores, 
Rs 7.96 crores and Rs 10.38 crores during the First, Second and Third 
Plans respectively. During the Annual Plans and the Fourth Plan, 
there were net withdrawals of Rs 71 crores and Rs 3.07 crores 
respectively. In the Fifth Plan, there was a net accretion of Rs 37.37 
crores followed by a .stable closing balance of a nominal amount. 
These recurring ao.d heavy withdrawaN have had to be financed by 
loans from the Government. Since 1978-79, a Deferred Dividend 
Liability Account has been started. It had a closing balance of 
Rs 200.43 crores as per budget for 1980-M. 

Coming to the Depreciation Reserve Fund, we find that the need 
tooiovide apprvvpriately for maintenance and replacement of the 
depieciatcd railway equipment and other assets is fully realised, but 
the overall stringency of resources does not permit a sufficient appro- 
priation under this head Compared with an appropriation of Rs 30 
Cl ores (plus a nominal appropriation to the fund from capital and the 
intcicst on balance) p.a. up to 1954-5', the figure has been gradually 
increasing and was Rs 145 crores for the period 1978-79 and Rs 200 
crores in 1980-81. Though this increase looks impressive, we must 
iK-le the fact that prices have also been rising during the plan period 
and m terms of actual purchasing power the amount being appro- 
priated to this fund is probably not greater than what it was at the 
beginning of the plan period. The inadequacy of the appropriation 
becomes more apparent in the light of the fact that the total value 
of the assets of *he railways has increased significantly on account of 
developmental activities. 

Development Fund was started in 1946-47 with an appropriation 
of Rs 1 5 crores (consisting of Rs 12 crores from Railway Reserve 
Fund and Rs 3 crores from the Railway Surplus) and with a closing 
balance of Rs 14 83 crores at the end of the vear. The fund was 
meant to finance the passenger amenities to begin with. The 1954 
Convention decided that this fund was also to cover the housing of 
Class 111 employees. But as with other funds, this fund also has been 
replenished somewhat niggardly For some years, such as 1949-50, 
1066-67, 1969-70, 1970-71. 197.3-74, 1974-75 and 1975-76, no appro- 
priation to the fund was made from the revenue suiplus. Actually for 
some \ears (1967-68 to 1970-71, 1973-74, 1974-75, 1975-76, 1979-80, 
and 1980-81) the cntiie appropriations to the fund consisted of loans 
from the gener d revenues of the Go\cr''’ment of Indi i and the railways 
had to pav interest cost on th'sc loans. Simi'arh, for other \c irs 
a m.ijor portion ofappropria^’oits came from lo,ins from the general 
revenues. On acc> unt of the inaiicquacy ot the appropriations, the 
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closing balance dipped to a low figure of Rs 1 .85 crorcs in 1957-58 and 
a nagaiive balance 1.69 crorcs for 1958-59 It was only during 
the years 1962-63 and 1963-64 that quite significant amounts were 
credited to this fund from the revenue surplus of railways, leading the 
closing balance to Rs 52.23 crores. But since 1966-67, the fund again 
dwindled to near exhaustion and since 1973-74 has no closing balance 
left. Since 1974-75, a new fund has been established, namely. Acci- 
dent Compensation, Safety and Passenger Amenities Fund which is 
expected to be built up primarily from surcharge on passengers. At 
the end of 1980-81 (BE) the closing balance of this is fund is expected 
to be Rs 39.64 crores. 

One important reason for the continuing financial difficulties of the 
railways is a low level of efficiency in their operations and mainte- 
nance. Inefficiency and leakages at different operational levels have 
to be reduced to the minimum if the financial position of the railways 
is to regain its health. A failure along these fronts partly explains the 
low earning capacity of the rail wavs even when the fares and freights 
have been revised upwards almost every vear It is a disturbing fac or 
that the operating ratios (that is the ratio of total working expenses 
to gross traffic receipts) arc very high (see Table 22.3) and as a rc>u t 
the ratio of net revenue to capital-at-chargc is very low. Tven the 
budget for 1980-8! puts the <^perating ratio of railways at only 90. 1 p:r 
cent and the ratio of net revenue to capital at*charge at 4.9 per 
cent. It is highly disturbing that for some railway zones the opera- 
ting ratio actually exceeds 100 per cent and in North-Last Frontier 
Railway, it is as high as lo6.6(for 1980-8! BE), ft is only in five 
zones, namely. Central Railway, Northern Railway, South Central 
Railway, South Eastern Railway and Western Railway, that during 
the period 1969-80, the operating ratio has been below' 100 per eent 
and the ratio of net revenues to capital-at-cliargc is satisfactory only 
in five zones (namely. Central, Northern, Soutli Central, South 
Eastern and Western). 

ft is obvious that in order to improve the financial position of the 
railways, a number of steps have to be taken. There is a need to 
maintain good labour-management relationships. Wastage, pilferage 
and leakages of revenue in various forms have to be plugged. Tracks 
must be strengthened and signalling and other equipment must be 
improved. At the same time, the haulage capacity of the railways 
must be increased by increasing the load per train. To this end, 
wagons, coaches and locomotives of improved designs are needed. 
The possibility of introducing extra long and fast passenger and 
goods trains should be explored. There is need to maintain good 
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labour-management relationships. Efforts should be made to 
have a satisfied, honest and efficient labour force. To this end, the 
legittimate demands of labour should be met. The labour, on its 
part should realize the importance of improved productivity. Unless 
an all-frontal attack is made for improving the working of the 
railways, it will not be easy to take the railways out of their financial 
difficulties. It is heartening to note that numerous steps are being 
taken in these directions. Along with increasing amenities for the 
passengers, there is a phased programme of increasing the carrying 
capacity of each passenger train by 200 to 300 passengers. For this 
the type of coaches being manufactured has been cut from 14 to only 
three. In the due course there would be predominantly one type of 
accommodation in trains. Also there is a plan to gradually increase 
the number of double-decker coaches. Efforts arc being made to 
improve the operational efficiency of railways. The Railway Board 
has been reconstituted with smaller membership and fewer powers. 
There is a greater decentralisation of decision-making process. 
Demarcations of certain railway zones have been adjusted for admi- 
nistrative reasons. Phased extension of electrification and welding 
of tracks, conversion of metre and narrow gauges into broad gauge 
and extension of diesel haulage arc taking place. The problem of 
loss to the railways on account of what is called the ‘social burdens' 
is being looked into. In 1979-80, the estimated loss of revenue to 
the railvs'a>s on account of ‘social obligations' was Rs 243.69 crores 
(Rs 68.09 crores due to loss on Coaching Services and Rs 68.09 
crores on account of carr\ing of goods below cost). 

The Railways argue that at least a portion of the social burdens 
should be borne by the General Revenues. The Railway Comention 
Committee (1971) had also recommended a review of the matter. 
Accordingly, a High- Power Official Committee was appointed to 
study the whole problem and its report is now under study. Similarly, 
on the lecommendations of the Public Accounts Committee 1974-75, 
a Rail Tariff Enquir> Committee was appointed to look into the 
task of restructuring of freight rates and fares. Its recommendations 
are being implemented. The problem ot chronic indebtedness of 
railways to the government has been looked into by ^another 
Committee (as recommended by the Railways Convention Committee, 
1971) which was appointed to make an in-depth study of the capital- 
structure of the railwa\s. Such a thorough review of the capital- 
structure of the railways has been undertaken for the fi.rst time since 
the separation of the Railway Finance from the General Finance in 
1924. The Committee has recommended that the railways should no 
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TABLE 22.3 


Railway Finances—OfiiRating Ratios and Ratios of Net 
Pailway Operating Patios* 

Zone 



1970-71 

1974-75 

1976-77 1978-79 

1979-80 

mo -81 


Ale 

Ale 


A/c 

Ale 

BX. 

B.E. 

1 

2 

3 


4 

5 

6 

7 

1. Central 








Railway 

73.0 

76A 


70.1 

72.7 

UJ 

74 0 

2. Eastern 
Railway 

3. Northern 

93.8 

116.6 


100.0 

114.1 

113.8 

107.7 

Railway 

4. North-East 

84.5 

100.2 


84.6 

89.0 

86.2 

87.4 

Frontier 

Railway 

141.3 

164.8 


142.1 

146.5 

169.2 

166.6 

5. North- 








Eastern 

Railway 

101.5 

130.1 


121.3 

118.8 

126.2 

120.8 

6. Southern 








Railway 

7. South- 

99.0 

106.4 


109.0 

113.2 

122.3 

121.8 

Central 

Railway 

82.1 

81.0 


78.4 

80.4 

85.2 

87.2 

S. South-Eastern 







Railway 

9. Western 

71.3 

77.7 


64.7 

70.1 

76.1 

75.4 

Railway 

74.6 

81,5 


78.2 

74.7 

76 3 

78.0 

All Railways 

84.2 

93.5 


84.4 

87.5 

90.4 

90.1 

Revenue to Capital-at-Chargi, 





Ratio of Net Revenue** to Capital-at-Cliarge 


1970-71 

1974-75 

1976-77 

1978-79 

1979-80 

mo -81 

Ale 

'AiC 


Afc 


Ale 

R.E. 

BE. 

S 

9 


10 


11 

12 

13 

8.8 

9.6 


15.2 


14.2 

14.6 

15.6 

1.5 

—6.0 


-0.3 


—5.1 

-6.0 

--3 4 

4.9 

—0.3 


7.6 


5.4 

8.1 

7.3 

—7.5 

—12.9 

- 

-12.1 


-13.1 

-13.5 

—12.9 

-1,3 

— 13.4 

— 

-12.0 


—9.8 

— 12.6 

—10.1 


-2.0 


-3.2 


—4 1 

—5.4 

—5.6 

7.5 

9.0 


12,0 


9.2 

7.7 

6.7 

7 0 

6.4 


14.3 


11.2 

93 

10.1 

JO.O 

8.3 


11.2 


13.1 

13.9 

13.1 

4.3 

1.8 


6.5 


5.2 

4.7 

4.9 


•Ratio of Tota] Working Expenses (including appropriiltions to Depreciation 
•Fund and Pension Fund) to Gross TTallic Receipts. 

♦•Net Revenue is before the payment of divr^end to General Revenues. 
Source: Explanatory Memorandum on Railway Budget, 1975-76 to 1980-81. 
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longer be called upon to obtain loans from llie General Revenues for 
meeting shortfalls in dividend pavments. Any such shortfall should 
be treated as deferred liability as and when adequate surplus is 
generated. This resulted in the creation of Deferied Dividend Liability 
Account with effect from 1978-79 with a closing balance of Rs 
200.43 crores in 1980-81. Further, the accumulated interest portion 
of the loan liability under Revenue Reserve Fund, amounting to Rs 
93.92 crores should be written off. The balance amount of Rs 122,19 
crores should be treated as deferred dividend liability. It may be 
hoped that with such a concerted all-round effort, it should be pos- 
sible for the railways to overcome their financial and other diffculties. 



23 PUBLIC SECTOR IN INDIA 


Introduction 

We hiive already seen in detail the theoretical arguments in favour 
of ha\ing public sector industries in a developing economy. We can 
justify the existence and growth of public sector on grounds of both 
economic growth and redistributive justice. An underdeveloped 
country may be in the grip of a vicious circle of poverty. To break 
out of it, and accelerate the pace of economic growth, a rapid rate 
ol capital accumulation is needed. Left to itself, the market mecha- 
nism in an underdeveloped country may not generate enough of 
savings for capital accumulation. The State has to play an active 
role in mobilising and effectively utilizing the savings of the economy. 
The economy’s savings are directed towards appropriate lines of 
investment through the public sector such as social overheads, capital 
goods, basic and key industries, etc. Private enterprise would not be 
able to muster huge resources needed for developing these industries 
and even if it could, the lack of commercial profitability would push 
the national savings into industries other than those mentioned 
above. Moreover, once these public enterprises are started, they 
themselves become a source of capital formation for the economy. 
Their surpluses can be used for additional investment and expan- 
sion of various industries and services. Thus the pace of invest- 
ment and economic growth can be increased without increasing taxes 
to a corresponding extent. Actuary, even with given lax coverage 
and rates, the total tax revenue available to the government increases 
because of the additional contribution which comes from the public 
enterprises. 

Public enterprises have an effective role to play in bringing about 
a balanced economic development. An underdeveloped country 
is faced with supply gaps and shortages. With a rational planned 
approach, the public enterprises can fill these gaps, and provide 
the necessary ‘critical-minimum*' push needed to bring the economy 
to a path of self-sustained growth. Similarly, for a proper economic 
de\clopment, an economy needs what is called the basic infra- 
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Mniclure. Pri\atc enterprise is not in a position to provide the 
same. Public undertakings can speculcally betaken up with that 
objective in mind, in this manner they provide a major source 
of external economies to other industries and services. 

In order to keep the economy on an even keel and guide it along 
the right path, the use of public sector is very helpful because of the 
fact that different industries have close inpul-output interdependence. 
The economy can be guided and regulated with the help of basic anti 
key industries, such as steel, cement, petroleum, heavy chemicals, etc. 
By having these industries in the public sector, the authorities can use 
them as a lever to control the rest of the economy also. The market- 
ing and pricing policies of these industries will profoundly affect the 
way in which the rest of industries can and do operate. Moreover, 
public enterprises can be an important means in ensuring economic 
justice. 

Public Sector in India 

The idea of public enterprises was not a new one for India even 
before independence. But the Industrial Policy Resolutions of 1948 
and 1956 laid the foundations for a s3slcmatic and rapid growth of 
public enterprises in their diverse forms. Public sector has been 
given a leading role in our successive plans wnth a view to using the 
public enterprises for achieving various plan objectives. They arc 
not only expected to provide a sizeable economic surplus for accele- 
rating our economic growth, but also to help the private sector in a 
balanced economic growth. They are also expected to make an 
important contribution towards our achieving a socialistic pattern of 
society through their multifold role of providing an infrastructure, 
acting as an ideal employer and well-wisher of the workers and so on. 
In 1966, the Prime Minister proclaimed the objectives of public 
sector in India as follows: ‘‘We advocate a public sector for three 
reasons : to gain control of the commanding heighis of economy; to 
promote critical development in terms of social gain of strategic value 
rather than primarily on considerations of profit; and to provide 
commercial surpluses with which to finance further economic 
development.*’^ In India, the rapid growth of public sector is mainly 
the result of new investment and creation of new concerns. Nationali- 
sation of existing Loneeins has been only up to a limited extent, 
the prominent areas jf n.itionah>alioii being banking, coal and 
insurance. Some concerns like sick cotton textile mills have been 


‘Quoted io Lok Udyog, June 197 6. 
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taken over for rehabilitation. All told, by the end of 1978-79, 
investment in J76 public enterprises (non-dcpartmental) amounted 
to Rs J 5602 crorcs with a turnover of Rs. 18936 crorcs and gross 
profits of Rs 1075 crores. They were providing direct employment 
to 1.87 million persons. 

Public enterprises in India are of various kinds and forms. For the 
purposes of our discussion they may be divided into two categories: 

(/) In the first category we have those public enterprises which 
arc run as departments or by the departments. They may be called 
the departmental public enterprises. Examples of such enterprises are 
Railways, Posts and Telegraphs, All India Radio, Ordnance factories, 
etc. Other important departmental enterprises would include Ghazi- 
pur Opium , Factory, Tarapur Atomic Power Station, Rajasthan 
Atomic Power Station 1, Nuclear Fuel Complex, Overseas Communi- 
cations Service, Bank Note Press, Security Paper Mill etc. Incidentally, 
the latter-mentioned enterprises arc contributing far larger profits 
(relative to the capital investment in them) than the railways and 
P&T. 

(i7) The second category covers those public enterprises whicli 
are run outside the Government and are referred to as the non- 
dcpartmental commercial enterprises. 

Let us start with the first category. Railway finances have already 
been discussed in an earlier chapter. It was pointed out there that the 
railway finances were separated from the Central Budget on the basis 
of the Convention of 1924. They pay a dividend to the Central 
Government ip addition to an interest on borrowed funds. Similarb, 
P&T have been paying a dividend to the Cxmtral Government since 
1960.2 Their contributions to the General Revenues under the rc\ isCvi 
Consention effective from 1 April 1970 are determined on the 
following basis : 

(1) The department pays a dividend at the rate of 4.5% on the 
net capital advanced by the Government up to the end of 1963-64 
reduced by the Department’s share of accumulated surpluses as on 
31 March I960 (which were Rs 29.78 crores) and further reduced 
by the’ balance of the Department's Renewals Reserve Fund as at the 
end of 1963-64 (which was Rs 52.72 crores). On the capital 
advanced ^between I April 1964 to 31 March 1970, minus the net 
accretion to the Renewals Reserve Fund during the same period, the 
dividend payable is to be calculated at 6%. 

*Of course, the receipts and expenditures of these depfutments aic includcu in 
the aggregates of the Central Uudget. 
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(2) On the capital advanced from 1 April 1970, the Department 
pays dividend at the rale of 6%, but no reduction is made in the 
capital for this calculation. Furthermore, since 1 April 1970, the 
aggregate liability of the Department to the General Revenues so 
calculated is adjusted for the difference in interest at Dividend rates 
and Average rates on the balances in Capital Reserve Fund and 
Revenue Reserve Fund. If the Department is not able to meet its 
dividend obligations to the General Revenues, the Government makes 
an interest bearing advance to the Posts and Telegraphs Reserve 
Fund to enable the Department to cover the shortfall and meet the 
deficit, if any, in the working results of the Department. Provision 
for Depreciation based on historical cost of assets is transferred to 
Capital in reduction of the outlay. Additionally the Department 
makes an annual contribution to its Capital Reserve Fund out of 
its own earnings. Since 1 April 1970, the Capital Reserve Fund also 
earns interest at the Average Rate of Interest which is added to the 
Fund itself. 

Table 23.1 depicts the financial working of the P & T Depart- 
ment for the last few years. It is seen that the postal services have 
generally been a source of deficit throughout while the surpluses 
have been earned by the telecommunications. Furl her, the budget 
estimates for 1 979-80 show an unprecedented improvement in the 
financial working of Department. While 1975-76 there was a deficit 
on revenue account amounting to Rs 4.41 erores. there was an 
increasing surplus in the following years. The budget for 1980-81 
anticipated a surplus of Rs 204.04 erores. This is partly on account 
of the sharp improvement in revenue receipts which were put at 
Rs 483.61 erbres in 1975-76 but were estimated to jump to Rs 970.30 
erores in 1 980-8 1 . This sharp increase in revenue receipts were due 
to the increase in receipts of rents of wircs/circuils leased to 
Railways, Canals, etc. as also revision in P&T rales. The tarilfs 
in receipts of certain inland telephone and postal services were 
drastically revised upwards with effect from 1 March 1976 followed 
by further revisions later on. The working expenses have also been 
increasing due to higher e.stablishmcnl charges, larger payments to 
Railvj'ays for haulage and so on. 

The finances of the remaining departmental undertakings arc not 
separated from the main budget of the Central Government. Tabic 
23.2 presents a comparative position of Railways, P&T and other 
concerns regarding their contributions to the revenue receipts of the 
Central Governments by way of profits and dividends and interest. 
The contributions by way of profits and dividends arc also primarily 
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accounted by those of RBI and Currency, Coinage and Mint. The 
contribution by Railways (to which go the maximum of capital invest- 
ment) is quite nominal. Same is the case with P&T. The contri- 
bution by these two concerns is mainly in terms of interest on their 
capital. It goes without saying that the departmental undertakings 
must improve their performance. 

The other category of public enterprises includes those concerns 
which are run outside the Government. They are cither companies or 
corporations. As companies, these enterprises are registered une'er 
and regulated by the Indian Companies Act. The company form is 
supposed to carry certain advantages over departmeotally run enter- 
prises. Firstly^ the departments do not allow adequate freedom of 
actism to the management. Every action has to be taken under set 
rules and regulations and there is no scope for initiative or innovation 
The company form of organisation allows a flexibility and freedom 
to the management. Secondly, a company form enables the concern 
to see and be constantly aware of the fact that it should w ork for 
commercial profits. It has an inherent tendency to adopt sound com- 
mercial policies and such an approach is considered quite natural for 
a companj. A department, on the other hand, is viewed more as an 
organ of the gosernment designed for the service to the society with- 
out any commercial motive. Thirdly, in comparison with departmen- 
tal undertakings, a government company can enforce a stricter code 
of discipline both for the workers and the managers. Fourthly, a 
company has a greater flexibility in managing its finances and can 
take appropriate decisions in the light of changing market conditions. 
It can adopt a more realistic price policy designed to earn commer- 
cial profits while serving the community. Furthermore, unlike a 
departmentally run enterprise, a company need not be fully owned 
by the government.Tn India, an ownership of 51% of equity capital 
by the government would make it a government company. This means 
that government can acquire and control the working of a company 
while letting other parties contribute up to 49% of the equity capital. 
Such a possibility enables the government to expand public sector at 
a relatively smaller imestment of the public funds. It also implies 
the possibility of tapping the managerial, technological and other 
resources of other parties. In India, there is a plan to allow private 
investment in public enterprises on a minority basis. This step would 
enable the authorities to tap private savings and provide investors a 
wider opportunity . If the employees themselves choose to participate 
in the equity capital of public enterprises it will bring about a greater 
sense of responsibilitj and an impetus to efficiency. Moreover, com- 
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pared with financing of public enterprises through deficit financing, 
this method does not add to inflationary forces. 

Public corporations are established by specific Acts of Parliament. 
According to our Constitution, a corporation can be set up only by 
the Central Government even if it is meant to serve only a State. The 
functions, duties and rights of a corporation are determined by the 
relevant Act. A corporation is a legal entity. It can sue and be sued. 
An important feature of corporations is that for each corporation an 
organisation suitable to its purposes can be devised. It gets necessary 
freedom to devise and adopt its own personnel policy and a system 
of rewards and punishment for an efficient working. The sources of 
finance of the corporations arc not uniform. Some non-com- 
mercial corporations get their initial capital through parliamentary 
appropriations either as an outright grant or as capital bearing 
nominal interest. Some corporations get their capital in the form of 
share capital owned wholly or largely by the government with or 
without subscriptions by other institutions like the Reserve Bank 
of India, etc. These corporations may also supplement their funds 
u\ k;siic of debentures and loans. 

It must be remembered that a public enterprise may be owned 
partly or fully by government at any level (Central, State or Local) 
except that a corporation can be set up only by the Union Govern- 
ment. Furthermore, as pointed out earlier, in the case of a company, 
the ownership of equity capital need not be fully in the hands of the 
government. In some cases, a company may be owned by more than 
one government (such as the Central and State Governments); or by 
the governments (holding the majority shares) together with other 
parties. 

There was only five non-departmental undertakings of the Central 
Government with an investment of Rs 29 crores as on 1 April 1951, 
but their number increased to 21 (with an investment of Rs 81 crores) 
by 1 April 1956. By the end of the Second Plan, that is on 
1 April 1961, the number of such enterprises rose to 48 with an 
investment of Rs 953 crores. It was an annual increase of 233% in 
their numbers. During the Third Plan, and later, the numbers of 
such enterprises rose less rapidly, but increase in investment continued 
at a high rate. By the end of the Third Plan, that is the end of 
March 1966, there \\ere 74 public enterprises with an investment of 
Rs 2,415 crores; the end oi Annual Plans of 1966-69 found their 
number at 85 with an investment of Rs 3,902 crores, while by the 
end of Fourth Plan we had 122 enterprises with an investment of 
Rs 6,237 crores. By the end of 1978-79, we had over 176 under- 



518 Public Finance 


takings with an investment of Rs 1 5,602 crorcs, of which there were- 
159 running concerns with an investment of Rs 14173.38 crorcs. 

It may be noted that at the end of March 1979, the investment 
(including paid-up capital and long-term loans) of the Central 
Government in these public undertakings was Rs 13365 crores (out 
of Rs 1 5602 crores), the rest having been contributed by private 
parties (foreign parties, Rs 900 crores and Indian parties, Rs 1 308 
crores (and State Governments (Rs 30 crores). 

Public enterprises are well dispersed into different economic fields 
and have therefore come to occupy an indispensable place in the 
economy. They are well-knit with the rest of the economy and a 
virtual vertical integration has come about between public enterprises 
and the private sector such that the public enterprises now occupy 
the commanding heights. The public sector is now able to directly 
influence the working of (he private supply through its pricing, mar- 
keting and production policies. Public enterprises dominate a number 
of basic and key industries such as steel, minerals and metals, chemi- 
cals and pharmaceuticals, heavy engineering and the like. Financial 
dimension of the economs is covered by governmental financial 
institutions. Through nationalisation of the major commercial banks, 
and investments in \arious other financial institutums, the government 
is able to reach the nook and corner of economic activities of the 
country. With a judicious us; of the public sector enterprises, the 
government is in a position to dictate its policies to the private sectoi 
and toe it along. 

To substantiate the foregoing comments, let us look at some of the 
relevant figure's relating to non-departmcnlal running public sector 
enterprises. These enterprises may be br()adly grouped into those 
producing goods and those rendering services. In the former category 
(with 91 enterprises) the total capital employed stood at Rs 9699.03 
crorcs at the end of 1978-79 and showed 1.5'’o return on the capital 
employed. The category included agro-based products, petroleum, 
medium and light engineering, heavy engineering, transport equip* 
ment, consumption goods, chemicals and pharmaceuticals, steel and 
minerals and metals. Similarly, the enterprises rendering services 
included production and marketing services, transportation, and so 
on. Against an investment of Rs 2693‘0 crores these 49 enterprises 
recorded profits of Rs 55.08 crorcs (or 2.04 per cent of investment). 
(see Table 23.3). However coal, textiles, and DTC showed heavy 
losses. 

From Table 23.3, we can easily comprehend the diversity and 
range of public sector undertakings in India. Flow ever, it may still be 



NoN-DErARTMENTALCoMMtRCIAL L NmRTAKINC.S 01 GOVIRNMINTOF INDIA 


Public Sector in India 519 


0\ 

r-*-! 00\0cn00r^ 


” 1 I 


•X: o 

O' ^ 




rvioo'^i^r^rJoo^iP^ 

QlOONrnOlVOOxO 


f^^m 0 ^r»lF-looO^O^ 


oo<^ o^oo^o«>^;2 — 

3 q tn r 4 Tf •- cn oo ^ 

,-4os«tvd’^'vd'^*7’^ 

Tt r 4 •ri ^ ^ I I 


^ ^ i? ^ n 


^ T S 

^ g 


00 q ^ os rj oc r- 

NO IT* VO *-• ® 

a ^ 


r^jOVDOvsCsi^^O 
3 so q vo VO r: 5 

vaJ d IN VO *N r^ !r Z 
JriN — rir^'^voO^ 

S Os GO ^ 00 CN 1^ 

S fN 


Tf o ^ 


s 

S 8 

o. .*2 

^ "5 

^ rN. 


0 ^ at s 4 

•O *2 crt 

C <-i ^ *15 

=• & o_ 2 

8 1 a K .2 
u iS 5 s 


« TO « 

, O o e 

' 2 S> » ' 

c i> s 

11^! 

S 2 o ' 

Sow 

H U < 


520 Public Finance 


«n 

VO 

ov 



Ov 

. 

VO 

VO 

ov 



VO 

CM 

*n 

OV 

m 

cn 



t-; 


rn 




ov 

o 

cm’ 

m 

OV 

O 


T 

c^^ 

Ov 

CM 

CM 

1 

od 

1 

T 

CM 


rn 

1 

o 

GO 

ov 

o 

»r» 


CM 

CM 

"Vl- 

r-- 

oo 

w 



O 

rn 

CO 

od 

o‘ 

O 

o 

O 'vf 

ov 

CM 

O 

o 

d 

8 

d 

On 

oo 

oo 

*n 

oo 

Ov 

3 


irv 

f'C 

Ov 



O 

«n 


o 

ov 

€-4 

m 

O 

«cn 


vq 

CM 

vq 


vrv 


TT 

rs| 

*o 




CM 

OV 

Ov 

cn 

od 

CM 

On 

s 

CO 

r4 

r* 


ro 

CM 

OO 

VO 

rn 



VO 

s 

*r% 

OO 

«-4 

CVI 

r- 


OO 

- 

CM 

m 

*n 

10 

- 

cn 


176 



ONOSO 

00 00 <^ fOO\' 0'®0 

o6 ^ 

m <N , o 

I 




r«4 

to 


^ 



1 


Of>ir^i^vo 

^odo ooo^oo 


O , «o o m 

m CD loo®'. 

O oo 


S ?: 2 

w< o> JO 
VO ^ 

»o o 


^ r- f- 
r'U 


rr> 


coPSJS . 

s s § s 


i^ ^ IM <n 


TT ov rsj 
^ r-: \o 

On VO 


^ 

O' 

VO OO m 
m rs* 
m rvi 


^ (N ^ Ov 
r>- VO 


,u 

a 


a 

l.sl 

«« 


’2 ^ 

a *0 

Q «< C 

•S ® = 

« 8 2 

£ I S 

J 3 Q. tn 

^ tft O 

C 5 *0 O 

*2 ® 5 W c 

<« 2 Z S s 

» o tj -s ~ a 

.5 a. « ^ w o 

■g S - S g « 

(5 2 o •§ « 5 

H O S Q 


.» g 

.S a 
•a o 
"S *-3 

JO 2 

- a 

a 

T) ^ 

M 5 CA 
^ c« V M 
Mu • ns o 

8 -g -2 s a 

$ a .3 H .-S 

11” is 

g s s I 


B 

,o 

4k« 

CO 

u. 

a 

ka 

u 

o 

D. 


«o 

CM 

ci 

c8 


2 ^ 

!: « 

JS 

>-« Vi 
4> O 

o u 


.H 

a 

S. 2 

8 T3 

s g 

S c 

2 O 

3 


VO r*^ OO 



Public Sector in India 521 


p^'inted out that the bulk of total investment 57.2%) in 1978-79 is 
accounted for by top ten enterprises. This indicates that public 
enterprises are yet to penetrate the main layers of the Indian 
economy. Similarly, if we look at the regional distribution of invest- 
ment in public enterprises, we do not find any definite correlation 
between it and low per capita income. This dimension of the public 
enterprises also points out the more positive role which public enter- 
prises can play in removing regional imbalances. 

Some Problems of Public Sector Undertakings 

Public enterprises arc not free of difiiculties. They have to work 
under certain limitations such that performancewise their rating is 
sufficiently low. 

( 1 ) The first such limitation is the lack of clear-cut objectives. As 
stated earlier, public enterprises are expected to help and guide the 
economy in numerous ways. However, any given public enterprise 
can be expected to have only a limited objective or objectives in view, 
such ns creation of an invcstiblc surplus for authorities or for internal 
expansion, providing a promotional infrastructure and the like. In 
manv cases, a public enterprise is not clear as to what objective (or 
objectives) it is expected to pursue. Furthermore, at one time it 
might be accused of not pursuing one particular objective, and at 
another time some different objective. Or it might be expected to 
pursue various objectives in general which could be contradictory and 
mutually exclusive. In such a situation, the enterprise could not simul- 
taneously achieve a high degree of efficiency with respect to all of 
them. 

(2) Such a nebulous and ha/y state of affairs tends to hide 
the inefficiency, if any, of the public entci prises. The management,, 
when accused of inefficiency in terms of one objective (say pro- 
ducing a surplus) tries to explain away the matter with reference to 
other possible objectives. Various excuses are found out to show that 
the circumstances were ‘beyond the control of management." Similarly, 
the price policy adopted by an enterprise may be designed to subsi- 
dize the consumers of its goods or service even when the o^^erall 
economic policy of the country does not dictate so. Or the case may 
be the other way round. In order to cover its general inefficient work- 
ing, the enterprise might be charging monopolv prices in the name of 
‘rationalising prices’ or ensuiimi ‘a fair rate of return’ on invested 
capital. 

(3) Public enterprises in Inclia are intricately interwoven with each 
other and private enterprises through input-output relationships. They 
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have a demand for each other's products and depend upon iniKual 
demand supply relations. The resiill is that an ineilicient working of 
one enterprise lends to spread its clfect on to otlier enterprises 
When supplies from one enterprise are dela\cd, are high priced, are 
of inferior quality, or sulTer fnnn any such defect, a chain reaction 
takes place and quite a few other industries (including public enter- 
prises) suflTer. Since most of the ke> and basic industries arc in the 
public sector, their inefficient working caiL>cs much larger damage 
than would otherwise be the case. One can well imagine the ill-effects 
of inefficient working of the railways, steel fertilizers, power genera- 
tion and the like. 

(4) Public enterprises, even when they are companies or corpora- 
tions, are not in a position to devise a high-grade system of punish- 
ment and incentives. In order to operate the enterprise at top-mi'Nl 
efficiency, it is essential that its managers and other employees shcMihl 
be rewarded siiitablv, through promotions and additional emoluniLnS, 
when they work harder and show an initiative and integritv. Sin i- 
lariy, negligence of dutv should be duly punished. However, u 
happens that management personnel in these enterprises do not h ne 
any incentive to take initiative and ir\ out new' and better idea^. On 
the one hand, they are liable to cvpiain their actions if they deviate 
from the set practice (even if the result of the initiative is good) ; and 
on the other hand, they do not lose am thing if no initiative und 
enterprise is shown. The result is that the management personnel 
think it best to play safe and work only within the set practice. The 
workers also find themselves in more or less similar position. On 
account of tKc fact that these enterprises are expected to be ideal 
employers, the workers arc provided a security of service. To protect 
individual workers from victimisation and to prevent the extension 
of undue favours to others, set rules for promotion, etc. are often 
laid down. All told, a worker also finds that he has nothing to lose 
so long as he operates within the technicalities of the rules and regula- 
tions and that he cannot hope to gain if he tries to work harder. The 
whole system is further supported by trade unions which find that 
they can get more concessions for their members not through increas- 
ing productivity of the concern, but only through militant pressures. 

(5) It is claimed that public enterprises in Jnejia are burdened with 
inefficient ‘and expensive managements. The appointments to top posi- 
tions are not always made on grounds of merit and efficiency only. 
The top managers do not have any personal stake in ensuring the 
success of the enterprise. Moreover, these top positions are generally 
transferable from one concern to the other. The result is that before 
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the person at the helm of affairs is able to fiillv grasp the problems of 
the concern and is able to devise long-term measures for solving them, 
he either retires oris transferred to another job. On top of it, it is 
generally believed that there is outside interference in the management 
of these concerns. Furthermore, as pointed out above, the management 
in public enterprises is top heavy. The number of managers is about 
one-tenth of the number of workers employed in these concerns. And 
this is in addition to a general overstaffing of these undertakings. 

(6) Indian public enterprises, it is claimed, have by and large long 
gestation periods — that is to say, the very nature of investment is such 
that it takes a long time before production starts and an enterprise 
can yield a return. This claim, it must be remembered, is only partly 
true. We mu^t note that all public enterprises in India are not in the 
gestation stage only. Most of them are already running concerns and 
can be legitimately expected to yield a commercial surplus. However, 
it is found that most of the older concerns have accumulated losses 
and arc stil! not working quite cfTiciently. Apart from the railways, 
one can mention steel industry, minerals and metaK. chemicals etc. 

P< r forma ncc 

The actual performance of public enterprise^ leaves much to be 
desired. Since public enterprises may be judged from various angles, 
\NC shall first lov>k at them m terms of their qualirativc performance 
and then look at their quantitative performance. Qualitative perf(^r- 
inance mav be judged in terms of quality of the product, its pricing 
and the utilisation of productive capacity. It is generally felt that 
quality wise, it is a mixed affair with public enterprises. Products of 
some enterprises arc of quite high stanuard and can even compete in 
international markets while those ofothmscan be termed inferior.- 
By and large, there is a greater need for improvement in quality in the 
case of services than in the case of goods. It is generally felt that a 
lot of improvement is needed and is possible in the performance of 
service enterprises, such as transportation, trading and marketing. 
Performance on the pricing front is more difficult to judge. Whether 
or not a particular public enterprise is trying to exploit the consumers 
or is trying to camouflage its inefficiency through higher prices is a 
matter of opinion until a systematic study of the actual costs is made 
and the possible economics m the cost of production are worked out. 
As a result, no sweeping siatcmcnl is possible in this regard, l.ach 
case has io be studied separate^' and the resiiils arrived at. 

However, the performance of a public enterprise can also be judg- 
ed on the basis of its capacity utilisation. Here, unfortunate!} , the 
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public enterprises ha\ea sorry picture to present. A study of 147 
units by the Bureau of Public Enterprises in its Annual Report for 
J 978-79 shows that only 62 units were operating at 75% or more of 
their productive capacity, 42 units were operating between 50% 
and 75% capacity and 27 units were operating at less than 50%. The 
official viewpoint is that the following seven causes affecting capacity 
utilisation, namely : power shortage, fluctuations and failures; indus- 
trial unrest; lack of balancing equipment; equipment breakdown; 
inadequacy of demand; inadequacy or poor quality of raw material ; 
and design deficiencies. But the study fails to mention the human 
factor and the go\crnment measures also fail in that respect. An all- 
round administrative laxity, an absence of a system of reward and 
punishment, a lack of concern for the efficient working of the orga- 
nisation; decision taken on non-economic and non-technical grounds 
and militant trade unions arc all contributing to the poor perform- 
ance of these enterprises including their low capacity utilisation. 
Apart from low capacity utilisation, there is also the charge that in 
public enterprises the maintenance of plants and machinery is quite 
poor and this entails heavy expenses and even pilferage. Party this 
poor maintenance is associated with lack of experience and technical 
knowledge of the processes in\olved. Public enterprises are also 
accused of a lethargic sales clfort resulting in avoidable delays and 
loss of revenue. There is also the chronic problem of bureaucrats 
occupying the highest positions in these enterprises, often as deputa- 
tlonists. This fails to create a sense of belonging and long-term pers- 
pective in the top officials. 

Let us now look at the performance of public enterprises from 
commercial point of \iew. With the absorption of huge public funds 
these enterprises are legitimately expected to yield a good amount of 
investible surplus which may be used for their own expansion or as 
a contribution to the public revenue. Such a commercial surplus 
should enable the authorities to expand public sector without at the 
same time increasing the burden of taxation upon the economy. On 
this score, however, public entci prises have failed miserably. Actually, 
instead of contributing surplus to the public revenues, they have been 
running into losses. By the end of 1973-74, their accumulated losses 
totalled Rs 778.55 crores. It is only in 1972-73, that these concerns 
showed a.collective net profit (aftertax) ofRs 18 crores against a 
loss of Rs 19 crores in 1971-72 {see Table 23.4). The ratio of turn- 
over to investment crossed 100% only in 1973-74. The result is that 
return on equity was negative till 19/1-72 and was only 0.6% and 
in 1972-73 and 1973-74 respectively. The position of collective 
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net profitability, liowever, was again icplaccd b> a collective net loss 
in 1977-78 to which coal companies made a substantial contribution. 
The result has been a poor rctuin on capital employed. And as seen 

above, the picture ot capacity utilisation has been an equally dismal 
one. 

It is not implied that there is nothing on the credit side of the 
public enterprises, tn spite of their many sided short-comings, they 
have an economic and social rationale and a usetui purpose to serve. 


TABLE 23.4 


SoMI iMPOKrANl InDICAIORS ot THL WORKING Ot 
NoN-DlPARIMI NIAL CtNlRAL GoVlRNMbNI PUBLIC ENTERPRISLS 



I968‘69 

197U12 

1975-76 

1976-77 

1977-78 

1978-79 

1976-79* 

A 

66.07 

99.65 

255.13 

394.37 

384.85 

484.75 

484.75 


(41) 

(58) 

(87) 

(93' 
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A. Net profit earned by running concerns (number in brackets). 

B. Net loss incurred by running conce»iiS (number in brackets). 

C. Total net profit/ioss. 

D. Total interest. 

E. Total corporate tax paid. 

F. Total gross profit (C+ Z> +F). 

G. Total capital employed (fixed assets less depreciation plus working, 
capital). 

H. Gross profit (%age) to capital employed. 

/. Depreciation. 

/. Gross margin (F+I). 

K. Gross margin (%age) to capital employed. 

* Excluding LOdI components. 

Source • Annual Report on the Working of Industrial and Commercial 
Undertakings ot the ^ential Government, 1978-79. 


They have created in our economy an inlVdstuiclurc needed tor a 
rapid and balanced economic "rowlh. They lia\e been able to make 
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private enterprise extensively dependent upon the public sector so 
that the government has now an effective lever in its hands to direct 
und manipulate the economy for achieving the chosen economic 
and social goals. There are indications that public enterprises can 
come out of their patent difficulties and show positive results if their 
management can be improved. In 1978-79. their contributions to 
the Central Exchequer were Rs 2986 crores (as against (Rs 1802 crores 
m 1977-78), This was made up of dividends (Rs 76 crores), interest 
on Central Government loans Rs 371 crores), income tax (Rs 226 
crores), sales tax (Rs 476 crores) and excise duty (Rs 1751 crores). 
However, while putting the argument in this manner, we should 
remember that had the same funds been invested in the private sector 
there would have been profits in the hands of private sector in addi- 
tion to the tax revenue with the authorities. It should, therefore, be 
legitimately expected that the authorities should get both tax revenue 
and commercial surplus (in the form of profit and dividends) from 
the public enterprises. Unfortunately, the profit (dividend) income of 
public enterprises has been quite small. 

The need for an improved performance of public enterprises can- 
not be overestimated. To this end, some steps should be helpful. 
There should be a reduction in their inventory holdings. Schemes of 
worker’s participation and the formation of shop councils and joint 
management councils should be implemented. 1 here should also be 
a more prudent use of the working capital ami other resources of the 
enterprises including a better iitili/ation of their productive capacity. 
The Bureau of Public Enterprises aims at a gross profit of 12.5% on 
the total capital invested m the public undertakings. In order to 
achieve these targets the public enterprises would have to ensure that 
undue expansion m working force docs not take place, and wage 
revisions are in some way interlinked with labour productivity. Top 
heavy management must be converted into a more efficient and less 
Cv'.stly one. It may be mentioned here that a Public Enterprises 
.Selection Board has been formed with idea of injecting professional 
expertise at the managerial level. Similarly, an important institution 
designed to improve the working of public enterprises is the Bureau 
of Public F.nterprises. Ji was set up on 5 April 1965. To begin with, 
the Ministry of Commerce and Industry which had the largest number 
ot public enterprises under it, thought of a Coordination Committee 
for Industrial Projects. Soon, however, the charge of public enter- 
pris.s passed on to various relevant ministries. However, when a 
persistendy oad financial performance by a majority of them was 
noticed, the Estimates Committee reedmmended the setting up of the 



Public Sector in India 521 


Bureau ol* Public Enterprises which was set up in the Ministry of 
Puiancc. Its mam tasks inoluJc providing consultancy on important 
aspects of management, finding out ways of reducing the capital costs 
and improving productivity and profitability of the enterprises. 
It also reviews the working of ihc public enterprises and reports to 
Parliament. Since 1969, the Bureau also conducts study of the feasi- 
bility reports and many other ancillary tasks intended to help the 
public enterprises on an overall basis in reducing costs, preventing 
dispwirities in cmoliimcnls and amenities to the employees as between 
different enterprises and the like. Furthermore, the Bureau is a central 
place where all the rclcxant information regarding public enterprises 
gets collected. It, thcrelore, helps in chalking out appropriate price 
policies and bringing about useful original changes. It also helps the 
Public Investment Board in respect of proposals for new investments, 
and the Public Enterprises Selection Board in selecting appropriate 
personnel . 

Pricing Policy 

Public enterprises cannot have a uniform price policy due to 
•’•i^'US reasons. For example, the objectives of different public 
enterprises may var>. Some enforpriscs, like those producing and 
marketing essential food items cannot be expected to indulge in pro- 
fiteering. Rather in some cases, the social criteria may dictate subsi- 
dizing the consumption of such items. Similarly, certain industries 
cannot be allowed to exploit the market when scarcity conditions 
prevail because this action of theirs will have large scale repercussions 
on other industries. Thus, if there is a shortage of steel, and steel 
prices are allowed to shoot up, there would be an all round increase 
in cost of production. Another reason for lack of uniform price 
policy is that idcniical costing lechniques ojnnot be applied in every 
case. While some projects would admit of marginal cost pricing, 
others would 11(4. 

i)uc to the above-mentioned causes and the fact that in India even 
the objectives ('f public enterprises are not always clearly defined, 
pricing policies as pursued by different enterprises arc m^t uniform. 
One may even say that in some cases, a set price policy just does not 
exist. In some cases, the enterprises themselves do not hate an 
autliority to choose their own prices. Thus, the government controls 
and even fixes llie prices of some basic industrial products like those 
of steel, cement, fertilizers coal, and the like. The prices so fixed 
mayor nia>n)t have a close relationship with cod of production 
and, therefore, may or ma> result in a profit for the enterprise 
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under consideration. In some cases, the price may be quite unecono- 
mical from the point of view of the enterprise cither because the c».'sl 
of production is genuinely high or because the enterprise is working 
inefficiently, fn others the prices so fixed by the authorities may just 
enable the public enterprises to break even while in .still others they 
may permit a surplus. 

Even those concerns which are left to themselves to choose their 
prices are not adopting a uniform policy. Depending upon the histori- 
cal evolution, a particular concern may just be expected to work at 
no profit no loss basis or may be following a policy of ‘mark up,' 
that is, adding a percentage to the cost of production. It is obvious 
that no generalization can be made about the correctness or other- 
wise of the price policies being pursued by the public enterprises in 
India. Each case is to be judged on its own merits in the light of the 
objectives it is expected to pursue, the level of operational efficiency 
it has achieved and the like. 

Accountability 

An intricate problem faced by public enterprises is to reconcile the 
demands of accountability and autonomy. Autonomy in managing 
and running the concern is needed to ensure a high degree of effici- 
ency. 'Without such a freedom to the management in choosing its 
policies, the decision-making processes, wage policy and the like, the 
flexibility in management is lost and efficiency in its diverse aspects 
cannot be ensured. On the other hand, since public undertakings arc 
using public funds and since they are meant to work for social pur- 
poses, it is necessary that the independence of the management be 
curbed and that it should be accountable to the public (through the 
legislature). It is difficult to achieve a golden mean that would be 
able to serve both the above-mentioned ends. There will have to be 
a compromise between the two opposite pulling forces. An ideal 
exact pattern cannot be prescribed. In any case, there is likely to be 
a shortfall in terms of achievements at both the ends. Furthermore, 
whatever the form of accountability, the final result depends upon 
both the way the system operates and the human beings operating 
the svstem. With efficient, conscientious and honest managers and 
workers, a public enterprise will show an excellent performance if 
adequate autonomy is granted to the enterprise and mininium 
accountability restrictions arc impo.scd. On the other hand, in the 
case ‘'f inefficient and unscrupulous personnel manning an entcrpiisc, 
a dctai'cd s^.slcm of accountability would be irtorc helpful. 

In India, public enterprises are ■tUbjected to a rigorous financial 
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scrutiny. They arc subjected to a thorough auditing of accounts. 
Additionally, the legislature exercises its authority through questions 
and debates, and by receiving reports on the working of these con- 
cerns as also through the examination by the Committee on Public 
Undertakings. Until 1956, Parliament had no opportunity to discuss 
the working of the government companies even though it was sanc- 
tioning moneys for them and their accounts were being audited by 
the Comptroller and Auditor General of India. Before the setting up 
of the Committee on Public Undertakings the public undertakings 
were subject to an examination by the Public Accounts Committee 
and the Estimates Committee. After 1956, the Public Accounts 
Committee started examining, in addition to the statements of 
accounts of the autonomous and semi-autonomous bodies (along with 
the reports of Comptroller and Auditor General on them), the state- 
ments of accounts of government companies as well. It was, however, 
by its very nature, an examination of what had happened and 
Parliament did not get an opportunity vf expressing its desire with 
regard to the wa>s these companies should be made more fully 
responsive to the wishes of the society. In 1957, therefore, a sub- 
cuiiiiuittee of the Estimates Committee was formed to go into the 
question and in due course the Committee on Public Undertakings 
was formed on 21 May 1964. However, the very powers of the 
Committee on Public Undertakings meant to ensure full accountabi- 
lity spelt out the weakness of the system also. The management of a 
concern, under this scrutiny, can be called to account for even indivi- 
dual decisions and even those decisions which do not affect the profita- 
bility ot the undertaking. This breeds a tendency on the part of the 
management to adopt a policy of no-initiative. It is forced to choose 
a course of action which maj not be appi ^pnate in the light of the 
circumstances, but which can be explained iter on. 
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Introdaction 

We have seen in an earlier chapter the financial powers which ouf 
Constitution provides to the State Governments and therefore the tax 
and non-tax revenue which a State can raise. Let us briefly look at 
the heads of revenue and expenditure of the States categorywise. As 
in the case of Central Government, a State Government budget is 
also divided into revenue and capital accounts. The capital account 
deals with the acquisition and disposal of capital assets and liabilities 
like loans, investments, properties etc. Revenue account, on the 
other hand, covers the current receipts and expenditure which arc 
in the nature of recurring items. 

Revenue Account. Revenue receipts are broadly divided into two 
parts, namely, tax revenue and non-tax revenue. The tax revenue 
consists of both the taxes levied by the State itself as also the revenue 
from taxes shared with the Central Govcinment. The States tlicm- 
selves impose a number of taxes. Some of them have agricultural 
income tax and the professions tax. They have also taxes on pro- 
perty and capital transactions like stamp duties and registration, 
land revenue, surcharge on cash crops, and tax on urban immo- 
vable property. Similarly, State taxes on commodities and services 
include sales 'tax. State excise duties, taxes on vehicles, taxes on 
goods and passengers, electricity duties, entertainment taxes and 
others. 

A few taxes are levied and collected by the Central Government,, 
but their net proceeds are assigned wholly or partially to the States 
namely, taxes under Article 269 income tax, and union excise duties. 
Article 269 of the Constitution lists seven entries on which the Centre 
may impose taxation and assign the entire net proceeds to the State 
Governments. They are: 

{d) Estate duty on properties other than agricultural land; 

(h) Terminal taxes on goods and passengers carried by railways,, 
sea or air; 

(c) Succession duty on properties other than agricultural land; 

(d) Taxes on railway fares and freights; 

{e) Taxes other than stamp duties on transactions in stock ex- 
changes and future markets ; 



State finances 53 1 


(/) Taxes on sale or purchnsc of newspapers and on advertisen.cnts 
published therein; 

(g) Taxes on the sale and purchase of goods other than newspapers 
where such sale or purchase takes place in the course of inter-State 
trade or commerce. 

Of these seven entries estate duty is being levied by the Centre and 
divided among’^t the States. A tax on railway faies was once intro- 
duced but was soon merged with the basic rail fares, income tax is 
compulsorily 'shared with the States under Article 270 of the Consti- 
tution while ‘^haring of Union excise duties is permitted by Article 
272. Currently all basic Union excise duties excluding cesses levied 
under Special Acts and earmarked for special purpo'^es aie shared 
with the States 1 he States also get the entire net proceeds of the 
Union excise duly on generation of electricity. 

Non-tax revenue^ like the tax revenue, is divided into two parts, 
namely, non-tax revenue of the Stales themselves and that received 
from the Centre by means of grants-in-aid of revenues. The non-tax 
’■evenue of the Stales consists of interest receipts, dividends and 
receipts from general services, social and community services and 
economic services. 

Expenditure on revenue account consists of tlirec portions, namely, 
developmental expenditure, non-dcvciopmental expenditure and com- 
pensation and assignments to local bodies. Developmental expenditure 
itself is divided into that on social and community services and on 
economic serv ices. Social and community services include education, 
art and culture, medical and public health, and natural calamities 
etc. while economic services include forests, agriculture, soil con- 
servation, dairy development, cooperation, p<^wcr projects, roads and 
bridges, industries, irrigation, and multipurpose river valley projects. 
The non-dcvelopmental expenditure covers debt servicing and interest 
payments, administrative services (including police), pensions and 
the like, ft also covers the maintenance of State organs and fiscal 
services like the cost of collection of taxes and duties. 

Capital Account. Capital account covers me creation, acqui^iuon 
and di.sposal of assets and their corresponding liabilities which are 
not on a continuous basis. Expenditure on such heads is not expected 
to be charged to revenue account which is basically meant for finan- 
cing the routine activities tlu State. 

A major j ortu n of c«ipilal receipts of the State GovcnvMonts 
consists of loans fr.jii. the Centra^Goveinmcnt. About halt ol these 
loans arc for Plan schemes. The bulk of the Pkin schemes < bout 
90?o) arc, in the State sector, while the rest consist of C uiral 
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schemes or Centrally sponsored schemes. Non-p'an loans comprise 
of the States’ share of the collection of small savings, relief for 
natural calamities and the like. 

Currently only about 12. 1% of the States’ capital reciepts consists 
of ‘internal debt’, namely, market loans and loans from other insti- 
tutions like the Life Insurance Corporation, State Bank of India, 
National Agricultural Credit (T ong-term Operations) Fund of the 
Reserve Bank of India, National Cooperative Development Corpo- 
ration, etc. Another 11.6% or so of the capital receipts of the States 
come from recovery of loans and advances which the State Govern- 
ments have advanced earlier to various parties like cooperative 
societies for different purposes. Provident Funds, Reserve Funds, 
Deposits and advances etc. contribute another 1 5% and the rest 
of the receipts come form miscellaneous sources. 

Capital disbursements consist of capital outlay, discharge of inter- 
nal debt, repayments of loans of the centre, loans and advances by 
the State Governments, and appropriations to Contingency Fund. 
Currently, capital outlay, is less than one half of the total captial 
disbursement and bulk of it goes to economic services. Of the non- 
de\elopmental outlay, a major portion goes as loans and advances 
to third parties and another for repayment of loans to the Centre. 

Financial Trends 

General. Since 1951-52, the State finances have shown a rapid up- 
ward trend both in revenue and expenditure (sec Table 24.1). On 
Revenue Account, the State had total receipts of Rs 2^)6.4 crorcs in 
1951-52 rising to Rs 13210.4 crores by 1979-80 (BE), or about 44.6 
times the base figure. About the same has been the case with expen- 
diture on revenue account which rose from Rs 392.6 crorcs in 1951- 
52 to Rs 1 1765.0 crores in 1979-80 (BE) or by about 30 times. The 
revenue account has more or less tended to balance over years in the 
sense that deficits in some years have been offset by surpluses in the 
others. Thus during the First Plan period, total revenue receipts 
amounted to Rs 2335.4 crores against an expenditure of Rs 2396.7 
crores. During the Second and Third Plans the revenue receipts 
exceeded the expenditure by Rs 106.6 crores and Rs 61.2 crores 
respectively. Similarly while during Annual Plans and the Fourth Plan 
period, there were deficits ot Rs 45.8 crores and Rs 248.9 crorcs 
respectively, the Fifth Plan and 1979-80 showed surpluses of Rs 
3140.5 crorcs and Rs 1445.4 crores respectively. On capital account, 
we find a similar mixed picture but with a definite and rapid increase 
in both receipts and disbu^-sements. However, an important thing 
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to be noticed is the same mixccf trend in overall balance in the State 
budgets as in the case with revenue account budgets, deficits have 
been larger and more frequent. 

Revenue Account. Table 24.2 depicts the movements in the State 
revenue and its various components. We find that total revenue 
receipts have shown an impressive increase. From Rs 2335.4 crores 
during the First Plan, they rose to Rs 7129-9 crores for the three 
Annual Plans and then shot up to Rs 20930.2 crores and Rs 33337.6 
crores for the Fourth Plan and Fifth Plan respectively. For the year 
1979-80 (BU), they were Rs 13210.4 crores. But this rapid upward 
movement in State revenue docs not mean that the State finances arc 
in a comfortable position. The Stales’ own revenue has not increased 
as rapidly and their dependence upon resource transfers from the 
Centre is much larger both in tax and non-tax revenues. Thus State's 
own tax revenue in the total tax revenue declined form 78.6% in the 
First Plan to 72.6% in the Annual Plans and during the Fifth Plan 
fell further to 70%. In 1979-80, it was 60.1%. Thus though in 
ao terms the States' own tax revenue increased from 1264.7 

crores in the First Plan to Rs 14761.5 crores in the Fifth Plan and t > 
Rs 5285.2 crores for the single year 1979-80 (BE), in proportionate 
terms it lagged behind. The States’ share from the Central taxes, on 
the other hand, increased both in absolute and in proportionate 
terms. They were only Rs 344.9 crores (21 .4% of the total tax revenue) 
in the First Plan, but increased to Rs 4448.2 crores (or 33.4% of the 
total tax rc\enue) in the I^’oiirth Plan. After that it was settling around 
30"* but the figure went up in 1979-80 due to the recommendations of 
the Seventh Fiiian:e Commis^^ion. These figures point out that either 
the States are not exploiting their tax resources to the full, or they arc 
saddled with those taxes which have relatively low buoyancy and 
elasticity. If we look at the tax structure of the Slates a bit more closely, 
we find that those taxes from which the yield is not increasing rapidly 
admit of various changes. These taxes are not designed to reflect 
increasing activity through larger yield, and the States have not 
revised these tax rates adequately, and often enough. By a proper 
redesigning of these taxes, and choosing a rational method of imposing 
these taxes, they could be made to vieid more as do the other taxes. 
For example, take the case of land revenue. The liability of land tax 
is not directly related to the productivity or value of land. A'' a 
result, land rc\cnuc has increased only marginally. From Rs 320.7 
crores in the i 'lrst Pian, it rose to only Rs 732 crorses in the F'lfth 
Plan. On the other hand, stamps and registration, l3cing ad va!^h\m, 
have shown an upward trend with rising prices. From Rs 135.4c.« les 
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jn the [ irst Plan, it rose to Rs 905.8 crores during the Fifth Plan 
and e\en for the single year 1979-80, the figure (Rs 333.2 crores), 
was larger than what it was for the whole First Plan. Similar trends 
are noticed in sales tax. State excise, electricity duties, entertainment 
tax, and motor vehicles tax, etc. At the same time, like agricultural 
income tax, urban immovable property tax and the like have also not 
been fully exploited by the States. 

Relatively speaking, the States’ sh ire in Central taxes has increased 
quite rapidly in absolute terms (and also as a proportion of their 
total tax revenue). Thus though in absolute terms estate duty is a 
small item, the State revenue from it increased by over 15 times 
form the first to the Fifth Plan. The ^tatcs’ absolue share from 
income tax increased ninefold during the same period and that from 
the Union excise duties by nearly 57 times. The performance of in- 
come tax, it is claimed, also would have been much better but for 
the fact that corporation tax is not shared with the States and be- 
cause, since 1959, income tax law was changed to the disadvantage of 
the States. These shared taxes reflect the increasing tempo of econo- 
mic activity as also the effect of increasing prices and therefore the 
>K‘lu iiom them has been rising quite fast. 

All told a noticeable feature is that tax revenue as a proportion of 
the total State revenue has not changed much. It has hovered around 
60-65%. 

Similarly, when we look at the non-tax revenue of States, we find 
th it here also their dependence has increased upon resource-trans- 
fers from the Centre, which mainly consist of grants-in-aid of 
revenues. Such grants have not only been increasing in absolute 
terms, but also as a percentage of the total non-tax revenue of the 
States. Thus during the First Plan, the States’ own non-tax revenue 
was 74.2% of their total non-tax revenue (the balance 25.8% com- 
prising grants and other contributions from the Centre); but there 
has been a steady downward trend in it and now States’ own non-tax 
re\enue is about half of the total. The non-tax revenue of 
States comprises of interest receipts, dividends, and receipts from gene- 
ral ^cr\ ices, social and community services and economic services. 

Jt IS, however, a patent fact that the State enterprises do not operate 
at a high-efficiency level. The Sixth and Seventh Finance Commissions 
had an occasion to extensively comment on the working of these 
entci prises. Most of these enterprises are not able to provide for the 
depicciaiion, interest charges and in some cases even the running 
•expenses. Electricity schemes, irrgation (Commercial) and the like 
have shown either very marginal surplus or net losses. 
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It is claimed in certain quarters that the system of determining 
the grants'in-aid of revenus to the States has not worked towards 
stimulation of a revenue effort. The grants-in aid, as determined 
under the recommendations of the Finance Commission, are meant 
to help the States overcome their revenue gaps. This being so, there 
is not much incentive left for the States to observe a high degree ot 
financial discipline and economy in their expenditure. Any success 
in economising State expenditure or increasing revenue (tax or non- 
tax) is likely to result in reduced grants-in-aid. It is far easier to plan 
for an increased expenditure than to implement a programme of 
increased revenue and the fact that the revenue gap is more or less 
assured to be bridged by revenue grants from the Centre militates 
against many decisions which are justified on fiscal grounds. 

Coming to the State expenditure on revenue account we note a 
rapid rise in it. From a total expenditure of Rs 2396.7 crores for 
the full First Plan, it rose to 1 1 7650.0 crores for the single year 
1979-80 (see Table 24.3). For the Fiftn Plan it totalled Rs 30197.2. 
crores. In other words, from the First to the Fifth Plan the total 
expenditure of States on revenue account rose by about thirteen times. 
If we divide the revenue expenditure into developmental and ron- 
developmental ones, v^e note that with the passage of time, the 
relative importance of developmental expenditure has been increasing. 
Thus in the First Plan, developmental expenditure was onl> margi- 
nally greater than the non-de\eIopmental one. Butin 1979-80 (BE), 
it w'as more than twice as much as the non-developmental expendi- 
true. Developmental expenditure includes education, medical and 
public health, civil works, agiiculture, veterinary services and coope- 
ration, rural and community development projects, water supply 
and family planning, and the like. Non-developmental expenditure, 
on the other hand, covers the cost of collection of taxes and duties, 
debt services and civil administration. Within the developmental? 
expenditure, the main components have shown a more or less even 
increase excepting civil works and the head ‘agriculture, veterinary 
services and cooperation.' In their ca’-e, we find that the increase is 
somewhat slower. On the non-developmental side, it will be found 
that the cost of collection of taxes and duties has come down as a 
percentage of the taxes and duties collected. From a figure of 
Rs 182.1 crores for the First Plan, expenditure under this head 
went up to approximately Rs 143^ crores for the Fifth Plan, while 
the revenue collected by the States on their own increased from 
Rs 1802.9 crores to Rs 21384.4 crores during the same period. The 
cost of collection therefore declined from 10.1% to 6.*7% ol the 
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TABLE 24 3 


State Budoi is -Explndiujre on Revenue Account 


First 

■flan_ 

I. Developmental 
Expenditure 1252.9 

of which 

Education 394.5 

Medical and Public 
Health 179.4 

Ctvil Works 255.3 

Agriculture, Veteri- 
nary Services and 
Cooperation 157.3 

Rural and Commu- 
nity Development 
Projects 47.5 

H Non-Devclopmcntal 
Expenditure** 1143.8 

of which 

Collection of Taxes 
and Duties 182.1 

Debt Services 64.4 

Civil Administra- 
tion 561.4 

Total Expenditure 
(I + Il) 2396.7 


Part A 


Second 

Third 

Annual 

Plan 

Plan 

Plans 

2212.8 

4194.3 

3445.7 

757.3 

1456 6 

nil. 9 

305.8 

595.9 

585.4 

272.1 

498.2 

451.8 

264.9 

537.4 

548.3 

193.4 

344.6 

174.4 

1721.8 

3077.4 

3155.2 

286.4 

337.5 

310.2 

275.0 

926.6 

942.4 

736.0 

1105.4 

990.0 

3934.6 

7271.7 

7175.7 


{Rs' in crorcs) 


1960-70 

1970-71 

1971-72 

1629.7 

1844.2 

2155.7 

680.4 

793.4 

886.5 

274.4 

190.4 

290.1 

216.9 

354.7 

266.6 

210.3 

226.3 

266.7 

71.3 

82.6 

115.8 

1471.7 

1545.7 

1882.9 

129.5 

369.9 

147.8 

398.1 

168.2 

455.8 

410.6 

455.1 

508.0 

3101.4 

3389.9 

4038.6 


Part B 


1972-73 1973-74 Fifth Plan 1978-79 1979-80 

1974-78 (RE) (BE) 


I. Developmental Expendi- 


ture 3349.5 

of which 

Social and Community 
Services 2019. 

Economic Services 1270.2 

11. Non-Developmcntal 

Expenditure 1582.2 

of M hich 

Collection of Taxes and « 
Duties 173.3* 


3812.5 

20492.6 

7430.3 

8253.6 

2397.7 

1414.8 

11993.7 

8498.9 

4192.0 

3238.3 

4631.5 

3622.1 

1853.8 

9357.3 

3111.7 

3.348.8 

178.4* 

1438.8 

479.0 

516 8 
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Debt Services and 


Interest Payments 

693.8 

835.7 

3410.9 

657.8 

1 172.8 

Civil Administration 
III. Compensation and 
Assignments to Local 

552.0 

596.0 

3412.2 

1108.5 

1220.4 

Bodies 

Total Expenditure 

50.2 

58.3 

347.3 

134.5 

162.6 

(l + II + lIl) 

4981.9 

5724.6 

30197.2 

10676.5 

11765.0 


*£stimated. 

*'*lnclude Compensation and Assignments to Local Bodies. 

Source: Various issues of RB! Bulletin and Report on Currency and Finance 


revenue collected. In recent years the States are finding expenses on 
this and similar items increasing due to rising prices and sanctioning 
of more salaries and allowances. In the same way, though expendi- 
ture on civil administration increased ^uitc rapidly (about five timcsl 
it did not rise as fast as the total expenditure on revenue account. 
The bulk of the increase in this non-dcvelopmcntal expenditure was 
accounted by debt services, which jumped from a mere Rs 64.4 crores 
in the First Plan to Rs 3410.9 crores in the Fifth. Even for the single 
year 1979-80, the expenditure (Rs 1172.8 crores) on debt services 
was 16 times the one during the whole of First Plan (Rs 64.4 
crores). Most of the expenditure on debt scr\iccs is accounted by 
the indebtedness of the States to the Centre. Expenditure under thi^ 
head would have been far larger but for the debt relief granted to 
States by the Centre under recommendations of the Sixth and Seventh 
Finance Commissions. 

Capital Account,' On account of the factors similar to those operate- 
ing on the revenue side, State budgets have shown a rapid increase 
on capital account also. The States are assuming, in an ever increa- 
sing measure, the developmental responsibilities of the economy and 
are trying to provide the social services needed for a rapid economic 
growth. Capital receipts of the States include borrowings from the 
market which form a major portion of the ‘internal debt’ of the 
States. But as a proportion of the total capital receipts the lion's 
share is claimed by loans from the Central Government. We have 
seen in Chapter on public debt in India that the Central Government 
helps the States for their Plan Schemes on a loiins-cum-grants basis. 
For Centrahy approved Plan schemes, the Centre gives aid of which 
70% goes in the form of loans and the remaining 30% in the form 
of discretionary grants. I’or North-EcfSlern States, Jammu and 
Kashmir, and expenditi^e on certain hill districts 90% of the aid is 
in the form of grant*? and 10% in the form of loans. Theoretically, 
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the system of financing capital outlay through loans (which may be 
obtained from the Central Government) looks all right since ordi- 
narily such loans are expected to be utilized for productive outlays. 
In due course, these outlays are expected to pay for themselves 
without causing any burden upon the State Governments. In practice, 
however, this argument overlooks some disturbing facts. 

Firstly^ not all investments are expected to be of commercial 
nature and capable of yielding adequate returns for the exchequer. 
A part of the capital outlay (though a small one) of the States does 
go into non-developmental items also. 

Secondly, it so happens that many capital outlays of even commer- 
cial nature do not >ield an adequate surplus. In many cases they end 
up with losses. The loans, therefore, become a deadweight partly on 
account of the type of investment and partly on account of ineffici- 
ency of various States concerns. 

Thirdly, in the division of the State finances between revenue and 
capital accounts, interest and dividend receipts from various invest- 
ments are shown on the revenue side. This means that the commer- 
cial capital outlays should yield enough surplus not only to meet 
the interest and dividend liabilities but also to provide a surplus for 
♦he repayment of the loans. These schemes arc obviously riot able 
to yield so much surplus. As a result, a major part of the fresh 
Joans from the Centre is used to repay the maturing loans contracted 
earlier. As table 24.4 shows, the lecovery of loans and advances 
has throughout been smaller than the repayment of loans to the 
Centre. This excess has been there even after the debt lelief extended 
on the recommendations of the Sixth Finance Commission and the 

TABLIC 24.4 

SoML Loan Transaciions oi Sfatfs 






(Rs in crores) 


1972-73 

197^^74 

1 i*th FI an 

J97ii-79 

J979‘S0 

Receipts 

2132.5* 

1787.8 

7251.1 

3455.8 

2540.0 

1. Loans from 

(1711.4) 

1950.2* 

1552.9 

5805.6 

3084.8 , 

2122.4 

the Centre 

2. Recovery of 

Loans and 

Advances 

182 3 

294.9 

1445.5 

37J.O 

417.6 

Disbursements 

1410.4 

1537.3 

7589.4 

2624.7 

2363.7 
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3 . Repayment of 
Loans to the 


Centre 

4. Excess of (3) 

689.6 

933.9 

2792.9 

794.7 

604 7 

over (2) 

5. Loans and 

507.3 

699.0 

1347.4 

423.7 

187.1 

Advances to 






Third Parties 

Excess of Receipts 
over Disburse- 

720 8 

603.4 

47%.5 

1829.9 

1759 0 

ments (1 +-2—3 — 5) 

722.1* 

(301.0) 

250.5 

—338.3 

831 2 

176.2 


♦Including Rs 421.1 crorcs to clear overdrafts from the Reserve Bank of India. 
Sourer: Riff Bulletin^ various issues. 

picture has not changed c\cn with the relief granted under recom- 
m^ndatioiis of the Seventh Finance Commission. 

TABLK 24.5 


S'lAiE BudCiI lb— R eciiffs on Capiial Account 


Part A 


(Rs tn a ores) 



tirst 

Second 

Third 

Annual 

Fourth 

J974-75 


Plan 

Plan 

Plan 

Plam 

Plan 

iBt) 

Permanent Debt 
Loans from the 

157.9 

337 4 

442.9 

352.6 

905.7 

265.1 

Centre 

769.5 

1417.0 

3091.7 

3039.2 

6769.2* 

(6348.1) 

103^ 1 

Unfunded Debt 

26.9 

49.9 

100.4 

128.8 

445 6 

106 6** 

Others 

Total Capital 

160,2 

437.6 

1055.1 

1043.8 

2659.5 

649 9 

Receipts 

11145 

2241.9 

4690.1 

4165.1 

10780.0* 

(10358.9) 

205^0 


Part B 



1972^73 

1973-/4 

Fifth Plan 
1974’7H 

1978-79 

/97p.so 

A. Loan^ from the 






Centre 

B. States’ own 

1950.2* 

(1529.1) 

1552.9 

5805.6 

3084.8 

2122.4 

Capital Receipts 
of which 

924.8 

930,3 

5276.6 

1514.5 

1483.2 

I. Internal Debt 
of which 

261.7 

220.8 

1578.7 

1 . 

383.1 

436.1 

Market Loans 

; 2I5.m 

166.2 

1152 4 

280.1 

340.7 
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2. Recovery of 
Loans and Ad- 


vanccs 182.3 

3. Small Savings, 

2.34.9 

1445.5 

371.0 

417.6 

PF. etc. (net) 100.6 

4. Inter-Slate Debt 
Settlement 

1.10.7 

738.4 

284.5 

292 2 

(net) 1.3 

5. Contingency Fund 

-O.l 

+ 53.4 

0.4 

—2.6 

(net) 31.7 

6. Reserve Fund 

-0.5 

+ 164.1 

+ 27.2 

4.8 

(net) 152-4 

7. Deposits and Ad- 

277.6t 

cn 

o 

oc 

r.> 

175.8 

126.7 

vances (net) 78.5 

8. Suspense and Mis- 

104.5tt 

380.9 

170.4 

126.1 

cellaneous (net) 116.3 
Total Capital 

-37.6tt 

430.9 

82.3 

101.9 

Receipts 2875.0* 

2483.2 

11082.2 

4599.3 

3605.6 


•Includes Ways and Means Assistance from the Centie for clearing overdiafts 
from the RBI. 

“Compiled from Report on Currency and Finance, 1973-74. 

tincludcs entries (7) and (8) for Tamil Nadu. 

tfExcludcs Tamil Nadu. 

Source: Various issues of RBI Bultetin. 

Other items on the receipts side of capittil account include, i;. 
addition to the recovery of loans and advances, small savirgs and 
provident funds etc. The States get a sliare of the small sa\in"s 
collections by way of loans. Some receipts are also there by way 
of ‘deposits and advances,’ reserve funds, inter-State settlements, 
appropriations from Contingency Fund, and suspense and miscellane- 
ous items. 

Capital disbursements of the States may be divided into capital 
outlay and the rest of the items. As Table 24.6 shows, capital dis- 
bursements increased to fourteen times from the First to the Fifth 
Plan and for the year 1979-80 (BE) itself, they were nearly five times 
the f irst Plan figure. An unmistakable feature here is the re,duced 
proportion of capital outlay and a corresponding proportionate 
increase in disbursements under other categories up to Fourth Plan. 
Since then, however, this proportion has increased again. Thus, 
during the first Plan, capital outlay formed 63.0% of the total 
capital disbursements; the figure dropped to 56.5%, 41. T, and 
33.3% respectively during the Second, Third and Annual Phns iC'- 
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pcctivciy. During the Fourth Plan there was a slight increase after 
1972-73 and the figure averaged 32.8% while for the Fifth Plan 1978- 
79 and 1979-80, the figures were 42.7, 47.0 and 51.1 re.spectivcly. 
However, barring a small amount, almost the entire capital outlay 
goes into developmental schemes. 

The discharge of internal debt accounts for a small percentage of 
the total capital outlay, mainly because the States rely upon market 
borrowings only to a limited extent. Their major source of borrow- 
ings is the Central Government and it is found that the repav me t 
of Central loans has increased both in absolute and proportionate 
terms, except during the bifth Plan period and later. This is due 
to debt relief granted under recommendations of the Sixth and 
Seventh Finance Commissions. Loans and advances to third parties 
have shown an absolute increase year after year though as a percen- 
tage of total capital disbursements the figure has been varying. All 
told, therefore, one may conclude that in the upward moventent of 
different components of capital disbursements, the repayment of 
loan.-* to the Central Government seems to have increased at the 
cost of developmental capital outlay. 

Some Comments 

Our Constitution has favoured a financially strong Central Govern- 
ment and the division of financial powers is designed in such a way 
that the State Governments become dependent upon resource trans- 
fers from the Centre. These constitutional provisions have in practice 
been used in such a way as to necessitate sizeable transfer from the 
Centre (in the form of sharing of taxes, grants-in-aid and loans) and 
increase the States' indebtedness to the Centre. The whole approach 
has certain drawbacks from the point of view of States. 

Firstly, the resources transferred by way of tax-sharing are liiniled. 
As seen above, the Centre imposes only estate duty out of the taxes 
mentioned in seven entries in Article 269. The other taxes have not 
been exploited for the benefit of the States. Even the tax on railway 
passenger fares was merged with the basic railway fares and the l<jtatcs 
are given a fixed grant in lieu of that. As regards sharing the proceeds 
of other taxes with the States, the approval adopted by the Finance 
Commission seldom left any manoeuvrability for them. The percen- 
tage share of excise duties recommended for the States tended 
to be decided on this principle. The Finance Commission, while 
making its recommendations, wotjid generally try to balance the in- 
creasing needs of the States with the possible inc<4asc in their absolute 
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share from the excise duties. The recommendations of the Finance 
Commi>sion cover a period of five years or so during which the 
Central Government would be imposing Ircsh duties on new articles 
out of which the States would not be entitled to get a share. This 
defect was removed only with the recommendations of the Fourth 
Finance Commission according to which the duties to be imposed 
during the coming five years were also to be shared with the States 
on the same principles as the exisiting ones. The auxiliary duties wctc 
made shareable only under the recommendations of the Sixth Pinance 
CommiSvSion fiom 1976-77 onwards. As a coii sequence they were 
merged vvith the basic duties. But the Central Government has 
repeatedly resorted to levying of new excise duties under ne^^ termi- 
no'ogy and the eby avoidirg the sharing of proceeds with the States. 
Even in 1978-79, the Centre imposed a special duty at the rate of 
5% of the basic duties. (The proceeds of special duties were not to 
be shared uith the Slates). Furthern even then the share of the states 
remained only 20% of the net proceeds (it v^as raised to 40% by the 
Seventh Finance Commission) and the surcharges, ccsscs, etc. levied 
specifically for the purposes of the I’r.ion arc not shaicablc. In the 
case of income tax, however, tlic position is much better. The Stales 
share has graduall} been increasing and now stands at 85% of the net 
proceeds. 

Moreover, successive Finance Commissions were subjecting tne 
State forecasts to itciuwise sciutiny and s>slematicully underestiinaung 
their projected expenses and overestimating their projected receipts. 
The Centre’s j)rojcc lions were not put to any scrutiny, llic Sc\cnth 
Finance Commission took some remedial steps here. Jt subjected 
the Centre’s projections also to a close scrutiny, and it did allow some 
additional expenses by the States. It recognized the additional needs 
of the States and enhanced their share in Union Excise Duties from 
:0 to 40'% and that of income tax from 80 io 85%. But it did not 
provide a conadcration for the fiscal discip.ine and prudence by the 
State. Also (as in the past), granls-in-aid did not provide for a 
variation in prices, fhe Centre was quick to react to the recommenda- 
tions by enhancing the surcharges on income tax and corporaUon tax 
(though siuchargcs arc supposed to be only temporary levies). It 
may be npted that in icinis of our Constitutional provisions and the 
working of ^-conomic laws, the resource transfers from the Centre to 
States (hnih in absolute terms and as a proportion of the Centre s 
resources) should keep on increasing. Ihc recommendations of the 
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Seventh Finance Commission do not make a major break with the 
past in terms of the said proportion. 

Secondly, the institution of the Finance Commission was created to 
impart a flexibility in the Centie-Stalc financial transfers such that 
the needs of the changing situation could be taken into account and 
required adjustments made. The actual working of the Finance Com- 
mission has tended to limit the devolution of such resources on'y to 
meet the mininiLim need gaps of the Slates together with an clement 
of uncertainty as to vhat the future Finance Commission mig’^t re- 
commend. The shares of the States vis-a-vis each other are subject to 
all kinds of uncertainly and variation. Different Finance Commissions 
have adopted different criteria in this regard. Similarly, wlicn it 
comes to statutory grants under article 275, we find that they are 
meant only for meeting the levenuc gaps of the Slate. A Slate which 
through its financial prudence and efficiency at mobilisation of 
revenue resources finds ils revenue budget balanced or in a surplus, 
loses a part or all of the statutory grants, while the Slates which arc 
K ''''onomical and financially disciplined receive them in larger 
amounts. In other words, through shared taxes and statutory grants, 
a State cannot hope to end with a surplus revenue budget. If the 
revenue budget is to show a suiplus, it is expected lo do by having an 
excess of revenue (excluding grants) over its expenditure on revenue 
account. In view of these circumstances, there have been suggestions 
that the Stales’ shares should be consiitutionally fixed so as to enable 
each State to develop and derive benefit out of its own revenue 
resources. 

Thirdly, under the present svstem of lesource transfers from the 
Centre, the States are pushed into indebtedness in spiie of adequate 
financial discipline and tax effort. As we have seen, the whole system 
of tax-sharing cum grants on revenue account tends lo disable the 
States from developing a revenue surplus for use on capital account. 
The gap in the capital budget has to be met by aid from the Centre. 
And such a gap is often substantial because of limited market borrow- 
ings by the Stales on the one hand and extra dishursemenls diif to 
the previous indebtedness to the Centre on the other. The aid from 
the Centre is mostly in (he form of loans under Article 293 and 
parllv as grants under Article 282. increasing indebtedness of the 
States to the Centre reduces their manoeuvrability and increases the 
fixed-cost items in their expenditure commitments. 

We should not come to the Conclusion that the States are always 
doing their bcsi in resource mobilisation or that tfiey arc saddled with 
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oaly inelastic and non-buoyant resources. Such a view can be debated. 
On the one hand it goes without saying that the needs of the States 
are mounting fast since quite a large portion of public services have 
to be provided by the States and their commitments along economic, 
social and others lines are increasing fast. On the other, the revenue 
heads available to the States are also limited. But there are two 
arguments which can be put forth to support the view that the States 
are not as badly placed as is given out. The first is that the States 
have not cared to lap all the available resources to an oplimuni level. 
An important case in point is agriculture. (We .shall be dealing with 
the problem of agricultural taxation in a separate chapter). Agricul- 
ture can yield public revenue in \arious forms like a tax on agricul- 
tur.d incomes, a tax on agricultuial holdings, irrigation and water 
rates, betterment levies, cesses on commercial crops, land resenue and 
the like. Most of these resources remain untapped or only partially 
exploited by the States. The second argument is that there are some 
taxes which have a natural buoyancy and arc also sufficiently elastic. 
For example, sales tax, even with given rales, would yield gicater 
revenue as economic activity increases. And quite a good deal of 
scope to increase sales tax revenue exists through covering more items 
and raising existing rates. In 1951-52, the yield from sales tax was 
Rs 58.9 crores out of the total Slate revenue of Rs 39().4 crores. As 
a proportion of the Slate revenue, sales tax formed 14.9"/. By 1979-80 
(BE), sales tax revenue had incieascd to Rs 2934.6 ci ores against 
the total revenve of Rs 12805.7 crores, that is 22.9" „ of the total 
revenue. It was not only an absolute but a proportionate increase 
also. As a propvirtion of the tax revenue of States, sales tax increased 
from 21% in 1951-52 to 57.8% in 1979-80 (BE). A similar pictuie is 
presented when we consider the Stale excise, or electricity dutie%. 
It can also be seen that if the structure of land revenue is changed 
(for example in terms of Agricultural Holdings Tax), it would 
become quite buoyant. 

An important potential source of revenue for the States is the 
agricultural sector. It contributes over 40% of our national income, 
but is relatively lightly taxed. Various arguments have been put forth 
to show this fact such as by showing that as a proportion of income, 
agricultural taxation is lower than it is in other sectors. Of various 
components, it is found that some States do oot impose agricultural 
income tax and total yield from this tax is quite small. Land revenue - 
proper is not directly related to agsicultural productivity and therefore 
lacks natural buof^pney of a good tax. There are also various defects 
in land records etc. and that makes land revenue a still lesser impor- 



State Finances 549 


tant revenue source. Moreover, taxation of agricultural income, being 
a State subject, and being exempt in a number of States, used to 
provide a good avenue for evasion of income tax on non-agricultural 
incomes (incomes from non-agiicultural simrccs were being shown 
as incomes from agriculture). Raj Committee came out with recom- 
mendation of a partial integration of agricultural with non-agricul- 
tural income (see the chapter on agricultural taxation for details). The 
acceptance of this suggestion an important though incomplete step 
towards checking tax evasion of non-agricultural incomes. Raj Com- 
mittee also recommended the imposition of Agricultural Holdings 
Tax in leplacement </f land revenue. AHT is designed to reflect 
agricultural productivit\ with reference to soil fertility and crops 
sown. However, States have not been enthusiastic about the scheme. 
They have either shunned it, or significant y modified it. For example, 
Haryana imposed Land Holdings Tax in 1973-74, and Himachal 
Pradesh introduced an Agiicultiiral Holdings Tax in 1974-75. But 
Himachal Pradesh imposed it on h >ldings in exces^ of 2o rateable 
acres in size and expected a revenue of onl> Rs 35 lakhs. Maharashtra 
has gone in for an ad hoc tax which is levying a holding surcharge 
on: (a) land revenues and local cesses, and (b) education cess 
on agriculturists. 

ft is very clear that States can and should exploit agricultural taxa- 
tion on an extensive scale. During the last few >ears, agricultural 
prices have shifted the terms of trade in favour of agriculture and the 
paying capacity of agriculture has increased. The whole system of 
agricultural taxation, of cour^^e, should be progressive in structuie 
whereby the marginal farmers are not unduly burdened Apart from 
imposing agricultural income tax and AHT, the Stales sh mid also 
take pains to collect bcttc.inent levies, and rationali^c water rates for 
irrigation. Inigation schemes are generally sliowing conimcKial 
losses. SclccU\e taxation of various other inputs like electric pumps 
and fertilizers can be used. Morco\er, there are wide variations in 
land taxation sv stems between difierent States. To the extent possi- 
ble, such dilTercnccs should be wiped out. 

States cannot impose income tax on non-agricultural income.^ But 

they can impose a profession tax under Article 276 of the Constitu- 
tion. The profession tax is a tax on professions, employments and 
callings. But the tax liability can be related to and can amount to a 
tax on income from such professions, callings or employments. 
However, the maximum amount of profession tax that can be levied 
on any one person cannot excectl Rs 250 p.a. and persons not liable 
to pay income tax are exempted. It may, howler, be mentioned 
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that this tax is discriminatory since it is not biscd upon tax-paying 
capacity irrespective of the source of income. For example, recipients 
of unearned incomes (who should ordinarily be taxed more heavily) 
do not come under this tax liability. It is therefore discriminatory in 
favour of propertied classes. At present, however, profession tax 
yields only a small amount of revenue to the States. 

Stamp duties and registration are assuming an increasing impor- 
tance in State revenues because of rising prices of the properties and 
increasing economic activities necessitating documentary evidence. 
A stamp duty is a tax on a do'iimentary evidence of particular tran- 
saction/transactions, such as transfer of property, loans, bonds mort- 
gagee. debentures, bills of exchange, promissory notes, and the like. 
It must be remembered, however, that it is the evidence and not the 
transaction itself \\hich is taxed. If a transaction takes place with- 
out creation of a documentary evidence (such as a loan) then no 
stamp duty is lc\ieJ thereon. Stamp duty is determined on an ad 
valorem basis, the value of the transaction being the base for calcula- 
tion of the duty. Ilow^evcr, it is usual to provide for certain exemp- 
tions in order to facilitate those transactions which for various reasons 
are considered essential but \\h tc the stamp duty would prove un- 
duly burdensome or will violate certain chosen objectives of economic 
and social policy. 

If the documents are also sought to be registered, then in certain 
cases, a requisite rcgi>tration fee has also to be paid. Registration fee 
is generally ad valorem, but the schedu’e of rates may vary for differ- 
ent t>pes of transactions and documents. Revenue from Stamps and 
Registration hAs been steadily increasing. 

A complicated but very important source of state revenue is the 
sales tax. In India, sales tax is of recent origin, ft was first introduced 
by C.P. and Berar in the form of a 5% tax on the retail sa^es of motor- 
spirit and lubricants in 1938. Currently all the States are imposing 
sales, tax in various forms and on various items. The States arc basi- 
cally allowed to levy sales tax only within their juri.sdiction (excepting 
newspapers and the adverti.semcnts therein) but not on inter-State 
trade and commerce or foreign trade. Whether or not a particular 
transaction is inter-Stale is decided under the Central Sales Tax Act. 
Since 1956, the Central Government imposes a sales tax on inter- 
state trade and commerce. Central sales lax wa$at the rate of 3% till 
30 June 1975 and was raiied to 4% with effect from 1 July 1975. The 
Central Sales Tax applies to all salcs^of goods except newspapers. The 
proceeds of this Ccii^^i sales tax are assigned to the States. Further- 
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more, on a few commodities < f special importaiKC which arc declared 
“essential” under Sections 14 and 1 5 of the Central Sales Tax Act, the 
Central Government imposes additional duties of excise in >ieu of the 
sales tax and the net proceeds of ^iich duties go to the States. As bet- 
ween tlie States, however, the sales tax structure is not uniform, and 
its actual administration leaves a gc'od margin for lax evasion. 
Tliere are numerous exemptions, deductions, rate diflFcrenliils and 
the like. I^iffcrent sales taxes are coUected at different points de- 
pending upon who the l i^l purchaser is with ‘sa^es tax number.’ 
Moreover, not cver> s’.iopkeeper is given a ‘s dcs tax number’ which 
divides the sales at the " l.(jVsale level into Iho^-c pa>ing sales lax 
and those not paving ales !ax. Because of the difliciiltics of bringing 
together the necessary infoimalit)ii etc the lax administration 
becomes quite inc( nvenient and complicat'd. It is, Iheiefore, some- 
times suggested that the ^.dcs t i\ ‘Innil 1 be imposed at the first p nnt 
of sale. 

However, over the years, sales tax has proved to be a very rich 
source of revenue to the States Tnc vicld from this tax aiitom itically 
po. nn as economic a :t«vity picks up. Additionally the States have 
extended the coverage of the tax and occasionally revi cd the rates 
upw'ards. This has. the: cfore, added further strength to this source. 
Sales tax is now the most imporlant source of tax revenue for the 
States and exceeds the share of the States from all the Centra! tax.js. 
From a yield of Rs 337.0 crorcs in the First Plan, it rose to Rs 63-1.2 
crores in the Second Plan and Rs 1344.8 crorcs during the Third Pam. 
The Annual Plans )icl(^ed a revenue of Rs 1524.9 emres from sales 
tax, while in the Fourth Plan the vicld was Rs 4357.7 crorcs. The 
figure for the Fifth Plan is Rs <8209.98 crorcs and for 1979 80, Rs 
2934.6 crores. It was about 23"o of the total r<.vcinie of the 
States and about 40% of the Slates’ tax revenue. If v^e considci only 
the States’ own tax rev . nuc, sales tax is found to contribute more 
than half of this. On the basis of previous experience, sa’es ^tax 
appears to be the mosi promising future source of tax revenue for 
the States. A selective use of the sales tax with its proper adminis- 
tration is an eficctivc economic instrument. It, however, is pro-iftfia- 
tionary since it rai es the prices of consumption goods and ma'ciials 
coming under it. The taxing of various intermediate goods and inputs 
pushes up the cost of production. Another delect (>1 sales tax that 
since it is levied with an e>c on revenue, it lends to be quite regres- 
sive. Though various luxury items^pay sa^cs lax at higher latcs than 
other necessary goods, this latc differential is n^t able to rub away 
. the regressive niss of t ie sales tix. 
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The importance of streamlining the administration of sales tax can- 
not be underestimated. This should reduce the sales tax evasion 
which is staled to be quite widespread. It will also impart still greater 
flexibility to this source of revenue and enable the States to raise 
their resources together with making this tax a more eifectivc policy 
tool. Wherever it is feasible, sales tax should be levied on a single- 
point basis and there should be a harmony of rates and goods cover- 
ed in the neighbouring States. 

State excise duties can be lev ied on alcoholic liquors for human 
consumption and on opium, Indian hemp and other narcotics and 
drugs. But medicinal and toilet preparations containing alcohol, 
drugs and narcotics are exempted. The field of State excise is. there- 
fore, quite a restricted one and compared with sales tax, the yield 
from excise duties has shown a limited increase. In the State tax 
structure, excise duties rank second to sales tax. This was however 
not the case throughout. During the first three Plans, revenue from 
State excise was lower than the land revenue. It was only during the 
Annual Plans that State excise exceeded land revenue. Partly, the 
reason for this slate of affairs is the policy of prohibition. According 
to the Directive Principles of our Constitution, total prohibition is to 
be achieved in our country and 1968 was the target date for achiev- 
ing this objective. During these years, different States have tried to 
adopt partial or total prohibition. In terms of tax finances, the pro- 
hibition is not helpful for the States. On the one hand, prohibition 
dries up an important source of tax revenue aud on the other public 
expenditure increases on account of administering the policy. Cur- 
rently excise duties on alcoholic drinks fetch a revenue of more than 
Rs 500 crores p.a. to the States. Prohibition has passed through 
various phases. One such phase was the recommendation of the 
Planning Commission’s Committee on Prohibition that graduady the 
whole country should be covered by prohibition. As a result the 
Central Government offered to compensate the States by meeting 
50%' loss of revenue on account of prohibition. The offer was again 
renewed for five years in 1968. But the States have repeatedly realized 
that it is highly expensive to pursue this poliey. Actually the oppo- 
nents of prohibition argue that it not only causes a loss of revenue 
to the States, but imposes a great economic hardship on the pooicr 
sections of the society. They arc driven to the consumption of illicit 
and dangerous liquois and their substitutes at high prices at the cost 
of some other and more useful eonsumption. It is, therefore, argued 
by these people that it will be helpful, both to the States and to the 
public at large, if thi policy of prohibition is not pursued and cheap 
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and safe liquors arc provided to the public to satisfy ihcir drinking 
needs, ft, of cou^^e, docs not mean that we should not go ahead 
with the progiamme of prohibition simply because it is not helpful 
for the public treasury. If only means that if the consumption of 
liquor is to be discouraged, it should be done through publicity and 
pursuasion. 

Other important tax revenues include motor vehicles tax, electri- 
city duties, entertainment tax aid tax on passengers and goods. 
Regarding the motor vehicles tax, Parliament has the power to legis- 
late about mechanically driven vehicles and the principles on which 
taxes are to be levied on such vehicles. But the quantum of such 
taxes is left to the discretion of the individual States. As a result, wc 
have quite a good deal of variety in these taxes as between States. 
An electricity duty is either a tax on consumption of electricity or a 
surcharge on electricity tariff. But our Constitution provides some 
exemptions from this tax. Firstly, electricity consumed b\ Indian 
Railways and the Government of India is exempted. Secondly, a di ty 
will not be levied upon the electricity generated, consumed distribu- 
ted or sold by any authority established for regulating or developing 
any intcr-State river or river valley without the consent of the 
President and a law by the State legislature. As the generation and 
consumption of electricity increases in the country, the >ield from 
electricity duty will also increase. Taxation on passengers and goods 
was started during the Third Plan and now all States are lev Jng this 
tax. The rates of this tax arc not uniform as between different Slates. 

The shaie of the States in Central taxes has increased in absolute 
terms. The increase has been the maximum in the case of Union 
excise duties. The yield from income tax has gone up both on account 
of a larger percentage sh irc being assigned to the States and increa- 
sing yield from this ta\ Their share from Union excise duties is 
mainly the result of widening the covciage of these duties, revision in 
their rales and consequently an increase in the tax yield. From 1979 - 
80 onwards, the share of States has been raised from 20 to*40‘\, of 
the net collections. Estate duty, however, brings in only a marginal 
amount. 

In conclusion we must remember that State taxation and its 
administration needs a reorientation. The cost of collection of State 
revenues is too high: it is over 6% of the States’ own lax revenue 
which indicates a high degree of incniciciicv . Furthermore, at present 
the tax burden is relatively too high for non-agriculiura! population. 
Agricultural taxation must 6c restructured to yield larger revenue to 
the States on the one hand and bring about greater equality of sacri- 
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fice as between difTcrent sections of the population on the other. 
Efforts mu^t a No be made to strc.imUne the tax administration and 
bring al't nt a closer harmony and coordination between tax and rate 
structuie as aNo between neighbouring States. This would not only 
reduce the difficu’ties faced by (he tax-payers but would also enable 
the States to plug t ix evasion and raise greater tax revenue without 
upward levision ol" tax rates. 



25 AGRICULTURAL TAXATION IN INDIA 


The term agricultural taxation covers nutnerous diiect and indirect 
taxes. Direct taxes come w ithin the purview of the State Governments 
while we have a mixed picture as regards indirect taxes. Direct taxes 
would include land revenu.:, agricultural income taxation, cesses and 
suicharges on agricultural crop^ development levies and tlie like. 
Indirect taxes would cover the taxation of agricultural inputs like 
water, use of electric and dicicl puinp>, fc.tili/cis, pesticide-) and 
other chemicals etc Here we find that the Central Government has 
the authority of imposing excise duties on items like fertilizers and 
pumps etc. but the State Governments can impose sales tax on them. 
Further, the irrigation and other developmental schemes are normally 
w'ithin the purview of the States so that the States can charge for 
their use in the form of water rates and the like. 

It is claimed that for both historical and Constitutional leasons, 
agiicultural taxation in India has come to lack uniformity and equity 
and has also become a medium of tax evasion on non-agricultmal 
incomes. Tt is claimed that instead of taxing agricultural sector on 
par with non-agricultutal sectors in the countrv , the States have shown 
a marked degree of f.ivo ir to agriculture. Even the Central Govern- 
ment has been subsidi/ine \ arious agricultural inputs (which help the 
richer farmers instead of f’e poorer ones) instead of tapping their 
tax potential. 

1 et us start with the que dion of uniformity. 

Through historical evo'ution, agricultural taxation in India came 
to lack a uniformity not only between different Slates, but also 
between different regions of the same State. At the time of Indepen- 
dence, the British Provinces had different forms of land revenue 
assessment coupled with (in some casses) exemptions and. remis- 
sions. The British had ev olved zamindari, mahalwari and ryotwari 
systems. Furthermore, the land revenue did not reflect the relative 
productivity or fertility of different lands. Land development like 
irrigation had been more or less ignored in fixing the kind 
revenue. A levy foi the use of irrigation water was collected more 
in the form of a rate or a tax on the use of an input than to tax any 
resultant extra paying ca^ii^it/ of the firmif. Very few princely 
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states had an oiganized system of land revenue. Lands were not 
even siirvcved and settled. The picture became all the more compli- 
cated when attempts at land reforms were made after Independence. 
Diflerent Slates adopted different laws and there were varialions in 
the degree of their implementation as well. In some cases legal diffi- 
culties were also encountered by attempts at bringing about unifor- 
mity. At the same lime, financial needs of States prompted some of 
them to levy surcharges, betterment levies, and cesses based on land 
revenue or crops. These surcharges and cesses were also expected to 
introduce an element of prog^cssiveness in land revenue. The picture 
gets further complicated when we note that in some States land 
development tax has been imposed. An important cause for lack of 
uniformity lies in the fact that in many cases the States have followed 
a different rate policy project-wise. Within a State, water rates vary 
on the basis of crops grown, the area of district and whether water 
is being supplied from an old or a new irrigation scheme. Rates are 
higher in the case of new schemes, but even then they arc seldom 
able to cover the investment in the projects. As a rule, cash crops 
are subjected to higher water lates than other crops. All told, there 
are wide varialions in rates within each Slate and still wider diffe- 
rences as between States This state of affairs not onl) indicates a 
lack of proper fiscal policy on the part of the Stale Governments, 
but also the fact of huge untapped resource potential. 

Similarly, though agricultural income lax has a long histoiy, some 
States impose agricultural income tax and others dt) not. The first 
distinction between agricultuial and non-agticiiIluiMl incones was 
introduced in 1 880 when agricultural income was excluded from the 
.payment of Central inc(»mc tax. This sy dem continued till 1937 when 
the permission was granted to the Provincial Governments for Icvving 
a tax on agiicultural incomes. The first piovincc to levv this lav wms 
Bihar (in 1938-39) followed by Assam (in 1939-40) and Bengal (in 
1941). Cven currently the main yield of agricultural ircome tax is in 
the case of States having plantations. 

* 

Rationalising Agricultural Taxation 

Our Constitution has assigned the subject of agriculture to States 
as also the power to tax agricultural properties, agricultural income 
and agricultural production etc. However, A)r various reasons agri- 
cultural sector is believed to be taxed lightly as compared with non- 
agriculturai sectors. 1’hus, a case for int;rcHsing the burden of taxation 
on agriculture rests o^the grounds of: (i) equitable distribution of 
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taxation on agricultural and n on-agricultural sectors: (//) the need to 
raise additional resources, especially for the States; and (///) checking 
tax evasion in non-agricuUural sectors. In addition to the above, the 
tax structure in agricultural sector itself needs a remodelling so as 
to conform to various criteria of justice and efliciency. Let us look 
at the arguments for bringing agriculture under a heavier burden 
of tax. 

The first argument put fi^rth here is that a major portnm of tax 
btirden of de\ eloping our econonn is b.'ing borne by non-agricut ural 
sectors. In 1960-61, agriculture (including forestry, logging, lishing, 
mining and quarr\ing), contributed 52.5% of net national product 
(at 1960-61 prices); and though over subsequent years it showed a 
fall, still in 1977-78, it was 4^.5.^ And it is argued that it should 
bear a proportionate burden in the tax revenue of the government. 
Since agriculture is a State subject, it would be more meaningful to 
anahzc the role of agricultural taxation in the Stale revenue. “Direct 
taxes on agriculture have so far taken the form mainly of land reve- 
nue, cesses and surcharges on land re\euue, ccsscs on crops and agri- 
cuiiLiral income tax.*'- Table 25.1 shows lax revenue collected by 

TABLE 25.1 

DlRhCr ACjRICULUIRAL Taxaiion 


( Rs in crores) 


1972-73 

1973-74 

1974-75 


1976-77 

197 /-/H 

1973-79 J979-ti0 

Agncul- 
tuial Income 

Tax 14.42 

11. SI 

13.88 

28.50 

34.55 

38.48 

bS.b 

65.9 

Land 

Revenue 92.93 

157.01 

160.51 

229.70 

183.04 

158.32 

174.1 

181.2 

Othcib* 21.23 

21.70 

30.98 

35.40 

48.45 

51.66 

44.7 

44.0 


♦Covers Pui chase Tax on sugarcane, sui chaises and cess on sugai cane and 
surcharge on cash ciops. 


Source: RRI Bullet in ^ various issues. 

Slates from these various direct taxes. It would be noted that land 
revenue forms the bulk of direct agricultural taxc>. Agricultural 
income tax, on the other hand, contributes only marginally to the 

^liconomic Survey, 1978-79, p. ^ 

“Commitlec on Taxaiion of Agiieultinal Wealth ajid Income (Raj ('‘ommittec), 
Govcrnmenl of India, Ministry of Idnanec, Report, Oclobci 1972, paia 1 11. 
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State revenues. Fable 25.2 shows that place of land revenue and 
agricultural income tax in the State revenues fiom 1951 onwards. 
Both land revenue and agricultural income tax have rapidl> fallen 
as a proportion of the Stite t<ixes While land revenue formed an 
avei age of 25.9% in the First Plan during the Fifth Plan period 
it fell to only 5.0% and in the budgets for 1979-80 to just 3.4%. 
Sinulailv agricultural income tax, which was only 2.0% in the First 
Plan, fell still further during the I dih Plan and was 1 2% m the 
bUvlgets of 1979-80. The proportion of direct agricuituial taxation in 
the State revenues differs fiom State to State And even as a peicen- 
tage of national income from agiicultuie, direct taxes on agriculture 
have been quite low and steadny falling with a continuous increase 
in agiicultutal prouuctiviiy and income According to Raj Com- 
mittee land revenue and agricultural income tax as propoition of 
national income were only 1.63% in 1960-61 and steadily fc'l to 

TABLb 25 2 

L\ni) RtvENUt and Aorkulturai iNcoMi IaxinSivii Taxahon 


(Rs in cioies) 



Land 

Revenue 

2 

Agncul- 

tuial 

Income 

Tax 

Total Lund Reve 

Ri venue mu ub of 
fiom Total Rtie- 
State nuejiom 

Taxii State Taxes 

Aguddtuial 

ImotUL Tax 
as % of 
Total Re\f 

mte fiom 

State Taxes 

'1 

3 

4 5 

6 

Flr^l Plan Annual Average 

65 34 

4 82 

251 42 25 V 

20 

Second Plan Annual Average 91.00 

8.50 

379 58 24 0 

20 

Third Plan Annual Avciage 

114 06 

9.78 

667,98 17.0 

1.4 

Plan Holiday (Annual Plans) 




Annual Average 

102.36 

10.97 

1074.44 9.6 

l.l 

Fourth Plan Annual 





Aveiaee(wilh 1973-74 BE) 1 13.22 

12.35 

1781.84 6.3 

07 

Fifth Plan Annual Average 

182 88 

28 86 

3690.37 5.0 

08 

1978-79 

174.1 

65.6 

4779 0 3.6 

1.4 

1979-80 

181.2 

65.9 

5285 2 3.4 

1.2 


Souicc Dr P.K. Bhargava and G.S. Snvasiva, “Taxing Farm incomes. 
Neglected Possibilities,’* £fl.T/er/i June 1974, /?/i/ vat ious 

iSbueb. 
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0 85% in 1970-71.^ On the other hand, as Bhargava and Srivaslva 
show, the fercentage of direct taxes on non-agricultural seder was 
3.4% of national income in the First Plan, 3.8% in the Second Plan 
and 5.4% in the Third Plan, where it was almost stabilized for the 
later ycars.^ This indicates another aspect of ihe uneven tax burden 
on agricultural and non-agricultural sectors. The average rate of 
direct taxation on the agricaltural sector, on the other hand, was 
1.4% in First Plan, 1.6% in the Second Plan and 1.4% in the 
Third Plan. During the Annual Plans, it was 0.8% and fell to 0.7% 
for the year 1 969-70.® 

The unevenness of tax burden on agricultural and non-agricultural 
sectors is, however, not as sharp as is reflected from the above data. 

It so happens that a much larger population subsi'^ts on agriculture 
with the resu't that the average income level in agriculture is far 
lower than it is in noii-agricultural sectors. Those who can be effectively 
taxed in agricultural sector> are relatively smaller in proportion to 
the agricultural population. It is also argued that with the imposi- 
tion of ceilings on land ho’dings ai‘d increasing pressure of population 

agricuhure, it will lose its importance as a potential source of tax 
revenue. But still, though these phenomena indicate that we should 
not try to tax agriculture as heavily as other sectors, currently 
agricu'ture is taxed fir more lightly than is warranted. In effect, 
land refiirms towards implementation of land ceilings have not 
succeeded suflicieiitly. There are large-scale inequalities ^ f income 
and wealth in the rural areas and such inequalities are increasing 
with the introduction of better inputs and improved methods of 
cultivation. Movco\er, a> Raj Committee stales, evenness of tax 
burden may not be in terms of a tax revenue as a p :)rtion of sectoral^ 
income, but there should be a parity of taxation for similar incomes 
inespeciivc ol their sources. As it is, agricultural taxation can always 
be devised in terms of progression so that if and when income of a 
family falls, its tax liability is accordingly reduced or abolished. 

The second main reason for bringing agriculture in the tax net is 
the fact that the Government needs huge icsources for developmental 
effort. Agriculture is the biggest contributor to our national income 
and is naturally expected to contribute its share in raidng the neces- 
sary resources for cconmnic development. Like industrial and 

^Op, cit,, p. 8 

DrP.K. Bhargava and G.S. Srivastva, “Taxing 1 arm Incomes: Neglected 
Possibilities.” FAisicrn Economist, 21* June 1974, pp. 1209-1211. 

Ubid, 
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services sectors, agricultural sector should also yield an economic 
surplus in order to accelerate the pace of capital accumulation and 
economic growth. If surpluses generated in non-agricultural sectors 
have to be diverted towards agriculture while a major portion of the 
potential surplus in agriculture goes to wasteful consumption, the 
economy as a whole loses. It is important that all the potential 
sources of economic surplus must be effectively tapped and the re- 
sources so collected should be used judiciously and in a balanced way 
between different sectors of the economy. If non-agricultural sector 
is made to bear the devclof mental burden of agriculture as well, both 
the sectors wt uid suffer. Rural unemployment and poverty would 
persist for a longer period under such circumstances. Unless pressures 
of e\cess population on land arc removed through the develop- 
ment of industries and services, agriculture cannot become a source 
of strength of our economy. The estimates regarding the potential 
yield of direct agricultural taxation to the State revenues may differ, 
but it is likely to be a significant amount. Raj Committee cstimate.s 
that if its proposal of agricultural holdings tax is accepted (and agri- 
cultural holdings tax replaces land revenue and related surcharges 
and cesses), the net additional revenue that may be collected from 
this tax would be around Rs 150 crores (subject to the condition 
that agricultural holdings tax is applied to all holdings with rateable 
value of Rs 5000 and above). One may add that with rapid increase 
in agricultural prices and incomes since Raj Committee report, the 
likely yield of AHT is far larger. This yield "Jlrising out of a tax on 
agricultural property and on capital gains arising out of transactions 
in such property (again proposed by Raj Committee) was estimated 
to be around Rs 100 to 150 crores. The yield of income tax by 
partial integration of agricultural income with non- agricultural in- 
come would be additional. Thus, once tapped, these taxes are likely 
to become an important and elastic source of income to the States. 

Tawng agricultural inputs like fertilizers, electric pump sets etc. is 
not to be taken as an alternative to taxable agricultural income. 
These^ are indirect taxes which go to form a part of the cost of 
production of agricultural commodities and stand on a different 
footing. A farmer can avoid them by not using these inputs. This 
is a kind of production tax which a factory owner pays for inputs he 
uses, or a sales tax which a consumer pays when he buys certain 
items. Taxing agricultural incomes and wealth i$ parallel to taxing 
non-agricultural incomes and wealfti, and should be treated on par 
with each other. 
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A rational structure of agricultural taxation including a tax on 
agricultural income is also needed to check evasion of lax on non- 
agricultural income. Assessees having both non-agricultural and 
agricultural incomes find a ready escape route by describing a part of 
their own non-agricultural income as agricultural one. Agricultural 
farms, vineyards, and orchards, etc. arc acquired so that the assessees 
inflate their incomes from them in order to reduce their tax liability 
on income which is actually non-agicultural in origin. In the view 
of Wanchoo Committee® agricultural income should be subjected to 
a uniform tax which should be more or less on par with tax on non- 
agricultural income so that the tax assessees do not have an incen- 
tive to ascribe their income from one source to the other. Agricultu- 
ral income tax, however, is a State subject. A complete integration 
of agricultural and non-agricultural income for levying income tax 
would require an amendment of the Constitution. Wanchoo Com- 
mittee suggests’ that for this purpose either hinry 82 of the Union 
List and Entry 46 of tne State List should be amended suitably, or 
the States may authorize the Union Government, under Article 252, 
to Uiipi'sf income tax on agricultural incomes as well. Still another 
alternative would be to amend Article 2<)9 by including taxes on agri- 
cultural income in the list of taxes levied and collected by the Union, 
but assigned cntiiely to the States. It is, however, maintained that 
the States are opposed to a constitutional amendment. In this 
connection, Raj Committee was of the opinion that a complete integ- 
ration of agricultural and non-agricultural incomes would not ensure 
a check against tax evasion. Since agricultural incomes are difficult 
to determine, the assessees would now find that they can ‘reduce’ 
their non-agricultural income by showing inllatcd losses on agricul- 
tural side. It was necessary, therefore that ‘i- sscs* from agriculture 
be set only against future gains from agriculture. In case of complete 
integration of incomes this kind of demarcation will not be possible. 
An alternative, therefore, was to partially integrate the agricultural 
income with non-agricultural one so as to enhance the tax liability of 
the asscssec on non-agricultural incomes only. This recommendation 
of the Raj Committee was incorporated in the Finance Bill of 1973. 

It may be mentioned that the problems of taxing agricultural in- 
comes were noted by Wanchoo Committee also. The Committee 
noted that ‘levies pertaining to agricultural income or holdings have 

'Direct Taxes Enquiry Committee, Sinai Report, 1971, pp. 40-42. 

'Ministry of Finance, Government of India, Direct Tai^s Enquiry Committee, 
Final Report, December 1971, para 2.130. 
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baffling variations from State to State and there is no uniformity 
regarding the lax base or the rate structure.... There is also a great 
inequity between ihe incidence of tax on agricultural income and 
that on non-agricultural one.”® The Cuinmitlec recommends that 
“uniform and progressive taxation of agricultural income is urgently 
necessary for the puipose of ensuring that agricultural income ceases 
to offer any scope for lax evasion, and also on grounds of equity 
and distributive justice.”^ fhe Committee rebuts the argument that 
a taK on agriculture income will act as a disincentive to increase 
output. It is pointed out that less than one-fifth of the agricultural 
holdings in India cover more than 61% of the cultivated area in 
the country. There is a large scale concentration of agricultural 
incomes in a few hands, and therefore with a rca^ojiable exemption 
limit, there is no fear of imposing any hardship on those sections 
which cannot bear that burden. The Committee also took note of 
the fact that there \\ ould be difficulties regarding maintenance of 
accounts in tliis sector. But it pointed out that the problem will be 
sufficiently mitigated by exempting the lower incomes and the re- 
maining incomes can be assessed on the basis of local information 
regarding crops and prices. The latter clue was picked up by die 
Raj Committee and developed into a more scientific and objective 
scheme of agricultural holdings tax. 

A New System of Agricultural Taxation 

The complex and unwieldy variety of agiiculliiral taxation has 
been noted earlier. It follows that there is an urgent need to re- 
mould the whole agricultural tax structure along rational liiie^ a»id 
infuse uniformity and buo}anc> into the svstcin. ll»c Raj Coinn.utce 
which submitted its report in October 1972 noted that a 
rational system of direct taxation of agriculture should satisfy 
certain criteria. The tax system should be progressive in nature 
and sliould not cause an unduly heavy burden on the farmer. At 
the same time, the treatment of farm incomes should be on par with 
non-agricultural incomes for the purposes of assessing lax liability. 
The hew lax system should remove the lack of uniformity in agri- 
cultural tax incidence in dificrciit parts of the country as also between 
different areas in the same State, To this end, therefore, it should be 
based upop agricuituial productivity and prices and shouiJ be able 
to reflect changes in both. The system should also conform 
to the principle of progrc.'>siveness. Tiie Committee noted that agri- 

^Ihid., para 2.123. 
para 2.124 
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culture can be taxed directly by integrating taxation of agricultural 
and non-agricultural wealth. Without any constitutional amendment, 
the Central Government can levy such a tax. But wealth tax cannot 
be considered a principal instrument of resource mobilisation from 
the agricultural sector. If in order to bring in enough of returns 
from this tax, the exemption limit is lowered suiliciently, a host of 
practical problems will be encountered. There will be problems of 
identifying potential assessees and the valucition of taxable assets. 
Due to the fact that Indian farmers are to a large extent illiterate 
and do not keep accounts, this will give rise to harassment bv the 
officials and probably a diversion of wealth from investment in 
agriculture to investment in gold etc. 

T he Committee therefore searched for a tax base which involves a 
minimum possible difcretionary discrimination on the part of the tax 
collecting officials. The discrimination, if any, had to be general and 
impersonal such as farmers growing crop A being taxed higher than 
farmers growing crop B etc. 

Agricultural Holdings Tax 

The committee came up with the concept of Agricultural Holdings 
Tax having the following features: 

(1) In order to divide agricultural lands into homogeneous groups 
reflecting equal productivity (and hence equal potential income per 
hectare to the land owners), the whole country should be divided into 
a large number of districts and tracts. Such a division should be 
such that each district/ tract is sufficiently climatically homogeneous. 
Within each district or tract, the output of different possible crops 
(or groups of crops) per hectare should be worked out on the basis 
of the estimates of the yield for the previous 10 years. These outputs 
should then be converted into money terms by using the average 
prices of the preceding three years. These output and value estimates, 
obviously, would have to be worked out each year and die standard 
gross yield per hectare for different crops estimated. 

(2) Out of standard gross )ield per hectare deduction for the cost 
of cultivation should be allowed according to a set pattern indicated 
by the Committee. Such deductions would be different for different 
crops and for iirigated and other lands etc. 

(3) The land holdings of a family (consisting of husband, wife and 
minor children) should be considered for assessment. Actual crops 
grown (harvested) on it and the standard net values of the preduce 
per hectare for different crops wcJuId be used to estimate the rateable 
value of the agricultural holdings. 
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(4) If in any year, the average output of a crop in a district is less 
than half the average output of earlier ten years, the rateable value 
of land under such a crop should be taken at zero. 

(5) The actual tax liability of the family is determined as follows: 
from the rateable value of the holding, 20% (subject to a maximum 
of Rs 1000) would be deducted as a development allowance, if the 
balance is say ‘y' thousand, then it should be taxed at a rate of 

vnvo' 

The Agricultural Holdings Tax is a simple and effective concept 
and incorporates most of the features of a good agricultural tax. 
AHT is in effect a way of making crop cesses, hitherto levied in an 
ad hoc fashion for selected crops.^® It is based upon the concept of 
agricultural productivity and has progressive rate schedule. More- 
over, an important side-advantage of AHT (as wc shall discuss 
below) is that it checks the tendency to split nominal ownership of 
land while maintaining the holding more or less intact for operational 
purposes. Since the tax is to be levied on operational holdings and 
on a family basis, the scope of illegal concealed leases is reduced. 11 
not only checks tax evasion, but also helps the tenants in the protec- 
tion of their rights. In the case of trust land, the holding should be 
notionally divided amongst the beneficiaries of the trust income in 
the same prop«)rtion in which the trust income is enjoyed by them. 
In case the individual benefits cannot be ascertained, the AHT of the 
trust should be assessed at the minimum rate of 20% of the rateable 
value. The Committee spceifically ruled out any concession to 
charitable or religious trusts to plug the possible use of such devices 
for avoiding' agricultural tax. Regarding the cooperatives the 
Committee maintained that an exemption in their case would bring 
in a host of bogus cooperatives. Such lands should be notionally 
divided in the agricultural holdings of the owner families. 
Those cooperative lands which cannot be identified with individual 
fanKiics should be notionally divided equally between the members 
of the cooperatives for the purposes of assessment of the agricultural 
tax., Regarding agricultural companies, other than plantations, the 
Committee recommended that they be assessed on the same basis as 
agricultural families subject to the condition that the tax liability 
would not be less than 20 per cent of the rateable value of their 
operatiorial holdings. The plantation companies, on the other hand, 

'"K.N. Raj, "Direct Taxation of Agritulture," /nr/Zon fco/tomic Review, Vol. 
Vm (NS>, No. 1. Ap«l 1973. 
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should continue to be assessed by the States for agricultural income- 
taxation for lands actually used for plantations. The balance of the 
lands, however, should be assessed on the basis of the rateable value 
of the holdings as in the case of agricultural companies. 

Integration of Agricultural Income with Non-agricultural Income 

for Income Taxation 

We have already seen the rationale of partial integration of agri- 
cultural with nun-agricultural incomes, on grounds of constitutional 
provisions and the need to check tax evasion. The scheme envisages 
that non-agricultural income of the assessee should be divided into 
two parts: the exemption limit of the income, and the balance. Agri- 
cultural income should be placed in between these two parts so as to 
push the taxable pait of non-agricultural incomes up and into higher 
slabs. The tax liability should then be determined such that the liabi- 
lity for agricultural incomes is taken as zeio, and that on non-agri- 
cultura! income is assessed on the basis of the new slabs in which it 
might be placed. 

One basic limitation of system of partial integration of incomes, 
however, must be noted. Under this scheme only non-agricultural 
income is taxed and only the rate at which it is taxed is raised. Any 
assessee who does not have a taxable income from non-agricultural 
sources will not be liable to pay income tax to the Government of 
India even if his agricultural income is quite large. This scheme, 
therefore, does not eliminate inequity as between different tax-payers, 
especially between those who are deriving their incomes from agri- 
culture. A practical difficulty in administering this scheme, of course, 
is of computing the agricultural income. The Committee recommended 
that AHT payable by an assessee should not be allowed as a 
deductible expense for Computing income tax liability, since such a 
concession will wear the edge of progression in the scheme. The 
Committee also recommended that the additional income tax cftllec- 
ted by this partial integration should go to the State where the land 
from which the agiicultural income reported for aggregation is 
located. If the agricultural income is originating from more than 
one State, then the additional income tax should be divided between 
the States according to the proportion of the agricultural income 
originating within each State. The proposals of the Committee are 
subject to another limitation also. AHT is payable by the farmer 
but it leaves out rent income from agriculture. Furthermore, “such 
rental income is not covered by any other actual or proposed taxes.” 
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AHT “allows the perpetuation of an aroiral> and an elcn enl of 
regression in the taxation of agriculture. As proposals now stand, 
that is a valid criticism. 


‘V6/W. 
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In India, wc ha\c a nuinbcr i»r local aiithoriiics like the village 
Pancha^ats, District Councils b'r Boards or ZVii Parishads), and 
Rural Boarc’s. For the iirl an areas we have simi'arly municipal com- 
mittees. iKHifie I area comnuttccs, miiLicipal coip'iratit^ns, poit trusts, 
improvement trusts ai.d ilie like. The development of the local self- 
governments has been at a slow pace, but its p’c^ence completes the 
three-tier sy tern ('fa ^'overnmcntal stricture io which the country 
has the Central Govcriment, the State governments and the h'cal 
govcinnients. local sc!f-g(w< rnniCnt is considered to ha^c many 
advantages and is supposed to be an intcgial part of an ideal 
go\cinme>ital s\sicm There are a nuniVr <'f functions which can 
best be performed by h cal authorities x)nly. Such functions need 
cittemion aiivl aLai)tation to ciicumstances. The> cannot be 
standardised on a State or national level. I- or example, the laving 
out of parks, street lights, scavenging and various other such services 
arc best left in the hands of the local authorities. Tlicy need variations 
and adjustments from city to city. And within each city, variations are 
needed from locality to locality and street to street. The local residents 
can also point out their special diniciillics, preferences, and the like 
in these matteis and to give them full scope it is C'*sential that their 
aspirations and needs should be aiven due weight. Moreover, these 
li>cal self-giW'ci nments lav the foundation for sensible and n sponsible 
training of the eiti/ens in the matlcis of political, s< cial and ecomv 
mic rights and obligatituis. 

At the level of local '•clf-govcinment, close link can be csiabhshed 
between many governmental services and the collection of taxes etc. 
to finance them. It is far easier to base local taxes on a jiihicious 
admixture of the bcnefits-ieceived principle, cost-of-scrv ice principle 
and the principle of taxiblc capacity. On a national or regioiml lev'I 
relative taxable capacity is not easv to determine, but at a Leal 'evcl, 
it is much less difficult. Since these local bodies do not have standar- 
dised functions, lu^r do they have standardised sources of revenue, 
we can attempt only a gcijOi*al description of their functions and re- 
sources which are available to them. 

Village panchayat is the primary unit of local seif-gov ernment. A 
village panchayat is generally for one village 6ut may cjvcr more 
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than one village of smaller population. This body is usually an 
elected one and is therefore responsible to the local population. 
The main task of the village panchayat is to meet the local needs of 
the population. Its functions include judicial services, social and 
community services and economic services. In olden days, a pancha- 
yat was basically meant to act as a local court and the disputes of 
the community were referred to it for consideration and decisions. 
During the British dajs, these functions of the panchayat were mostly 
usurped by the regular courts. But now again, the village panchayats 
have been assigned some judicial functions. They can deal with 
offences which arc within prescribed limits. This way they provide 
ju.stice and compensation to the aggrieved parties without an expen- 
sive litigation. 

In the same way, the village panchayats provide a number of social 
and community services. Through a general vigilance .and the pro- 
vision of watchmen etc. they are expected to provide some basi 
protection to the life and property within their jurisdiction. They 
perform the task of registration of births and deaths and in general 
are a source of all information and help. With the development of 
communications, the importance and effectiveness of a village pan- 
chayat in the life of a village community has increased further. Now 
it can go ahead with a number of programmes like adult education, 
education about general hygiene and health, improved methods of 
cultivation, preservation of food and the adoption of additional 
economic activities. The village community can be instructed about 
the national policies and the role which they can play in it. There is 
a general need, to help the villagers in knowing their rights and 
obligations in the society. 

Apart from these social and community services, the village pancha- 
yats can also take up various economic services. For example, in 
addition to street lighting, scavenging and the like, provision for 
drinking water can be made. With the growing integration of the 
rural and urban economies, services in the field of providing fertilizersc 
and pesticides, harvesting, warehousing, marketing and the like are 
assutning an ever increasing importance. Building and maintenance 
of local roads, local minor irrigation projects, drainage, bunding 
and terracing of lands and the like come within the purview of the 
village panchayats. To put it briefly, village panchayats have an ever 
expanding' field of functions before them, for which they should be 
properly developed and organised. 

District councils do not enjoy dn enviable position. It is a little 
difficult to define then* area of functions. They are wedged in between 
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the Stale governments and the village pancha>ats. As a result there 
is a tendency for their functions to be usurped at both the ends. In 
general, however, the district councils are concerned with those 
functions which are not of fully local nature but which do not cover 
the whole State either. 

Coming to the urban local bodies, wc have the municipal com- 
mittees for the towns and smaller cities and municipal corporations 
for the bigger cities. These bodies are elected ones. The municipal 
corporations have wider functions and powers than the municipal 
committees and quite often, the State or the Central Government 
concerned appoints an administrative oflicer as incharge of the execu- 
tive wing of the corporation. The State (or the Central) Government 
also provides a number of experts to a municipal corporation so 
as to enable it to perform its functions more eflicicntly. The munici- 
pal corporations have generally more functions to perform than 
the municipal committees. They would, for example, undertake 
education upto the middle level, sanitation, water supply, street 
lighting, scavenging, local roads, drainage and the like. Quite often, 
they are also entrusted with local transport, medical services includ- 
ing dispensaries and hospitals and the like. Other local bodies like 
the port trusts, improvement trusts etc. are specialized local bodies 
with specially demarcated functions. Their sources of finance are 
more or less determined by the statutes bringing them into force. 
Notified area committees are meant for those municipal areas from 
which sufficient income is not expected on account of the predomi- 
nance of government property etc., but for which local services are 
needed anyway. We can think of cantonments in this connection. 
These committees usually consist of nominated persons and subsist 
primarily on grants from the State or Central Government. 

Thus in our country, we have three patterns of local government: 
(a) the panchayat raj p:'ltern, {h) the municipal pattern, and (c) spe- 
cial bodies like port trusts etc. Pancha>at raj pattern covers the rural 
population and moves from the village to the district level. Munici- 
pal bodies cover the urban population in the form of municipalities, 
municipal corporations, notified area committees and cant»nment 
boards. All local bodies of the patterns (a) and {b) aie created under 
the State Municipal Laws, except the cantonment boards which owe 
their origin to a Central Act called the Cantonment Act, 1924. In 
any case these local bodks, whether elected or nominated, are crea- 
tures of higher authorities and derive their powers and duties from 
specific legislative pieces. As a result, these different types of local 
bodies are not similar to each other and one notices variations even 
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in one type of these bodies not only from Stntc to State but also 
within the same State. 

It should be noted that the responsibilities of the local bodies 
have been growing with the passage of time and currently they are 
being entrusted >\iih more and more of dcvclopmentiil activities, 
especially for the purposes of rural economic development. 

Increasing functions imply increasing need for resources. But 
unfortunately local bodies have the chronic problem of inadequate 
resources. This is in the very nature of things. The services to be 
provided by the local bodies arc quite wide and essential to ihe life 
and healih of the community. But their powers to raise rcvciv’cs are 
limilcd. To a large extent the State Governments have retained the 
taxation powers mentioned in the Constitution while in all fairnes.v, 
some of the smaller heads should have been reserved foi the local 
authorities. And with the development of the economy and the in- 
creasing awareness on the part of the public the responsibilities of the 
local authorities arc mounting up while their revenue resources are 
not increasing as rapidly. Quite a few of the new services can be 
provided only at huge initial capital cost which these bodies cannot 
afford on their own. The result is that just as the Slates arc inheren- 
tly dependent upon the Centre for financial aid, the local bodies aic 
inherently dependent upon the States. Apart fioin tlic shortage of 
financial resouiccs, the local bodies arc often consic’crcd inefficient. 
Therefore, on the one hand, more tasks are coming their wa> and on 
the other, certain developmental and other activities like land deve- 
lopment, generation and distribution of clcctrieiU etc. are being 
entrusted to special bodies created for the purpose. I et us, however, 
look at the important sources of revenue of tlie local bodies. I'heir 
financial resources may be divided into two categories, lax revenue 
and non-tax revenue. Non-tax revenue would incliulc grants from the 
State Governments, earnings from public undeitakings like water 
supply and transport, earnings from certain lemunera'avc activities 
like leasing out of land^, buildings and plots, etc. It would also 
include fees, fines and payments for certain services. 

The Scheduled Tax Rates framed under the Government of India 
Act, 1919 contained an exclusive fist of taxes to be utilised by or for 
the local authorities. The Government of India Act, 1^)35 put every 
local tax into the ba^-ket of the tax resource^ of the Pisnincial 
Governments. The same scheme was incorpoiated in cair Constitu- 
tion also whcicby the tax resouve^^ are shared between ll c Centic 
and the States and it^is for the States to hand over tax resources to 
the local bodies out of their own List. The tax resources of the local 
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bodies var> from State U' State and from one body to the other. 
There is no standardised list in this connection. And almost every 
tax wliich that local bod> can impose has a corresponding tax which 
the State Otwerninent can also impose, and the local bodies cannot 
protest if a Stale Govcrmnoiit encroaches upon the field where the 
local bodies arc levying taxes or which is generally expected to be 
their privilege. Actually, a municipal body has to have the approval 
of the State Gosernmenl for every new' tax or a revision in the rates 
of an old one [f** ihc nature of things, therefore, the local bodies 
also show a lack of i-^sponsibility and requisite effort to improve 
their administrative machinery. 'Ihe Taxation Fnquiry Commission 
noted this state of affairs and thought that it needed remedying 
by assigning a definite tax field consisting of six areas to the local 
bodies. 

(1) The Commission miintaincd that the State Government should 
assign the proceeds of the taxes on advertisement (other than those 
published in the newspapers) to the local authorities. Tt mav be 
noted that this tax can better be levied by the local bodies thein- 

J.vcs and retained. Thi‘ is an impoitant source of income to big 
cities in which quite a huge number of hoardings are put up at pro- 
minent places. The use of other publicity media like neon sign^;, 
cinema slides and the like is also there All these media of advertise- 
ments have a great importance in tourist centres and in towns and 
villages which arc situated on traffic junctions and national highways 
etc. For other h'lcil bodies (specially for \illage panchayats) this 
source of income is most likely to be an ineffective source unless the 
Slate Government also imposes this tax and assigns the priceedsto 
them The basic reason i> that in sm«ll villages the ad\eitising 
activity i'* likely to be nca** extinct. 

(2) The second impoilaiil source recommended for the ’ocal bodies 
was the octroi and termi lal taxes. The two taxes are not alw,‘>s easy 
to distinguish and the term octroi is often u^ed to cewer them both. 
Technically, an octroi is a tax on the entry of s;"ecificd goivls into 
the municipal area for consumption, sale or use in producti ^n. The 
good so taxed is not expected to leave the municipal area at ill, or at 
least in its original form. A terminal tax, on the other hand, is even 
on those goods which mas be in transit through the municipal area. 
Terminal tax, by definition, docs not admit of any remission or 
refund. But in the case v ^ octroi, remission, rebate or refund may 
be permitted. If it is so, then y^e find that the system of octroi may 
be subject to an abuse. The trading community, through false 
vouchers etc. may be claimius: a refund on octroi when in reality it is 
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not due. Similarly, if too strict a scrutiny is imposed upon refund of 
octroi, a lot of hardship may occur for the trading community. The 
Punjab Government has adopted a system of non-refundablc octroi 
by exempting the goods not meant for consumption or sale within 
the municipal area. 

We should also note that while octroi is limited only to goods, 
terminal tax can be levied on passengers also. Quite a few munici- 
palities in the hill areas, pilgrimage centres and other tourist 
centres levy such a terminal tax to add to their own income and to 
be able to provide the tourists the necessary facilities. On balance, 
leaving the terminal tax on passengers out of consideration, a ter- 
minal tax on goods is not preferred to that of an octroi. Though a 
terminal tax becomes a source of revenue to the municipal autho- 
rities, it is not justified on moral grounds to tax the goods in transit. 
It may be noted that even though the Taxation Enquiry Commission 
considered octroi duties as unsatisfactory, still they did not recom- 
mend its abolition. Instead they suggested a number of steps to 
improve this system. They suggested that octroi duties should be 
levied on specific and not ad valorem basis. Ad valorem duties cause 
a lot of delay, inconvenience and are more open to abuse. There 
should be a model schedule for all the municipal bodies according 
to which the octroi duties should be levied. The schedule should be 
such as to save small traders and others unnecessary botheration. 
The actual administration of octroi should not be left in the hands 
of subordinate staff. But we may note that to have high officials for 
administering these duties is feasible only in the case of big cities 
where revenue* from octroi duties would justify the employment of 
highly paid officials for this purpose. The Commission also felt that 
the State Governments should abolish or reduce the octroi duties on 
food items. This will not only save smaller traders from an unneces- 
sary inconvenience, but will also be useful for the general public. 
This step would of course reduce the revenue from octroi duties 
but it can be made up through other means such as grants. A further 
comment on octroi would be added later in this chapter. 

(3) The Taxation Enquiry Commission also wanted that the taxes 
on lands and buildings should be left for the municipal bodies. We 
note that some States have imposed taxes on urban immovable pro- 
perty to which the Slates are entitled constitutionally. But local 
bodies also impose these taxes and they are generally the largest 
source of revenue to them. These taxes are both in the nature of 
general tax and serviw charges. For example, some municipal bodies 
charge for street lighting, scavenging, water supply, etc. on the basis 
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of houses and other property situated in the locality and the valua- 
tion thereof. In other cases, a straight tax is imposed; or in some 
cases, for administrative convenience, a family tax is imposed. Gene- 
rally, such a tax on house properties etc. is determined on the basis 
of the annual rental value of the property on the assumption that it 
is a good indication of the relative paying capacity of the tax-payers. 
The rates of taxation are usually progressive. They are either related 
to the annual rent which the tenants might be paying in the case of 
rented houses, or on an estimated rent if the house is occupied by the 
owner himself. But in both cases, the municipal authorities tend to 
underestimate the rental value. Morcoscr, it is a general practice 
to assess the self-occupied houses at a concessional rate as a matter 
of policy. 

In some cases, where the municipal services enhance the value of 
the taxed properties, the authorities might decide to impose a better- 
ment levy. This would be in addition to tlie enhancement of the 
annual tax flowing from the increased va'uc base of the taxed pro- 
perty. A betterment levy is generally repeated often. It is often 
levied to meet the cost of the project/projects which caused this 
unearned increment. Another form of taxes on lands and buildings is 
that on the transfer of ownership. In addition to these taxes, the 
district boards might levy a cess on lands. And as noted above, 
taxes on buildings need not be puiely on a rateable value basis 
only. The municipal authorities provide various services like street 
lights, scavenging, drainage, etc. A charge for such services could 
be levied on the basis of lands and buildings either on a flat rate or 
with some reference to their rateable value. Of course, once the tax 
liability is determined on an annual value basis, a number of pro- 
blems crop up. The value of a property has to be ascertained and ■ 
has to be revised periodically. The local bodies usually do not have 
trained staff for this purpose. Furthermore, it is generally thought 
fit to impose such a tax on progressive basis, and this causes further 
difficulties. It may also be noted that government property ‘is ex- 
empted from municipal taxation. 

(4) The Commission also recommended that taxes on vehicles 
other than those on motor vehicles should be reserved for the local 
bodies. Such taxes, theiefore, would include taxes on hand-carls, 
animal-driven carts and other vehicles. Most local bodies arc in fact 
imposing these taxes and in some cases they are being assigned a 
share of the Motor Vehicles Tax. 

(5) Taxes on animals and botits was another category which the 
Taxation Enquiry Commission wanted to bel'cserved for the local 
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bodies. We find, however, that village panchayats usually find it 
difficult to levy a tax on animals because it is an unpopular tax. In 
urban municipal areas, of course, this tax brings a good amount of 
income. 

(6) The Commission also recommended that taxes on professions, 
trades, callings and employments slu uki be reserved for the local 
bodies. These taxes are basically f( r the State Cjovcrnmcnts and it 
is for them to leave these for the local aut*H)ritic.s. Profession lax is 
an old item and was not subject to any mojielary limit till the 
Government of fndia Act, 1935 provided that no new levy was to 
exceed Rs 50 and that the existing levies should also be subicetto 
the maximum limits, if any, provided by the Central Assembly. In 
our Constitution, the inaximu.n limit of profession tax has been 
raised to Rs 250. Moreover, no one can be asked l(^ pay this tax 
unless he is an income tax payer. On the whole, however, the total 
tax collections from this source arc limited, fn general this lax, if 
imposed, should not be on a uniform basis since that would make it 
regressive. Instead that tax liability should be related to the income 
of the assessee subject to limit laid down in the ConstitLitit>n. 

There are either sources of tax revenue also for the local bt>Jies. 
They include theatre tax which might be levied on places of entcrlain- 
ment on the basis of a show. Different theatres covjid be subjected 
to a differential rate depending upon their earning potential. Such a 
tax, gcncrallv, is at low rate and can be easily borne by the theatre 
owners. Some municipalities levy a teh-baz»ri on local sellers who do 
not have regular shops, or on those who ct)inc to weekly 'bazaars’ 
as sellers. Tcb-ba/ari rales are sulficiently low for those wlio use 
pavements to scl! their wares, but they arc slightly higher and are 
charged on monthly or annual basis from those who have push 
carts. 

The non-tax revenues of local bodies differ from one to the other 
as much as docs the lax re\enue. Some common sources of non-tax 
revenue are fees and fines, and charges for certain services like water 
supply. There are, however, some important sources of non-tax 
revenue which arc available onl> to bigger municipalities or corpora- 
tions. Mention may be made of the electricity generation and distri- 
bution, and transportation. But it is found that some undertakings 
which can be an important source of non-tax revenue, arc mostly 
run inefficiently and become a liability. As a result, their adoption 
by more municipalities is not encouraged. Some municipal authori- 
ties, in their seaich for new sources ot revenue, have set up remunera- 
tive projects cells. Tliey are undertakingv arious commercial ventures 



Local Finance 575 


like building markets, flats and developing land plots and leasing 
them out. In towns and cities this can be a very guod source of 
revenue, but it is still not quite popular. 

Stales give grants (both general and specific purpose) to local 
bodies to meet their revenue gaps, but these grants arc generally on 
an ad hoc (though annud) basis witii ail their attendant defects. The 
result is that li^e local bodies just cannot plan an eflicienl utilisation 
of iheir icsourees on a long-term basi> and adoplion 4)1* certain 
sclleln:^ is not found feasible. The grains are apt to be utilised in a 
wasteful manniM’ ami the local bodies develop a general tendency to 
be leth o'gie in raising incir own resources or spending them econo- 
inieally. The ‘•itiiation is hig’aiy anomalous when we note that on 
the one h nd the “State G yvernments arc not in a position to force 
the local bodies to step up the revenues by raising the rates and 
cfFectii g adequate collection" (/akaria Committee) and on the other, 
loco! bo ’ies require the apptv/val of the State Governments for every 
new tax or iv\i'.ii^n in the ra^es of an old uue. 

The Tax.'Uion linqiiiry Commissi^)!!, therefore, recommended that 

" bj.ie g'uit'* sh Hild be decided on objective principles involving 
the populatiim, area, budgetary resources and requirements of the 
local bodies under consideration. They should be guaranteed on a 
long-term basis lo e* able the local bodies plan their affairs systema- 
tically. In the absence of an assured grant, the local authorities will 
be snifering un<k*r unccrlaimy which i*- against the basic requirements 
of cHicicnl goNcrninental scr\icc. The I’axction luiquiry Commission 
also maiiilaincil that these basic grants should be adequate for the 
noimal requirements of the local bodies. Moreover, specific grants 
should be given in addition to the general ptirposc ones, on the merit 
of each prv>.)osal. 

Another non-tax income of the local bodies consists of loans and 
advances. A loc.d luidy may borrow' frcni the State Government or if 
It is situated in a Union ierritory, from the Central Govcrijmenl. 
Such loans arc taken when, in the normal coiinc, grants are indc- 
qiiatc to meet the expenditure requirements of a local body. These 
loans aic ol tw'o types. 

Firstly^ they may be in the fv>rm of \says and means advances. The 
local authority, like any other institution, is likely to find that at 
liir.es, the inflow of revenue rcceqjts dv)cs not match the outnow of 
payments «'»nd there arc temporary deficits. Ways and means advances 
arc expected to help the local tjpdy meet this temporary gap and are 
obviously expected to he repaid within a short period. 

Secondly^ the local body might be interested in taking up a project 
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with a huge capital cost. Such a project may be of a type which would 
generate an income for the local body. Depending upon the amount 
of the revenue which this project is expected to generate, the State (or 
the Central) Government may advance a loan to meet full cost of the 
project; or a part of the cost may be advanced as a grant and a part 
as a loan. The rate of interest and other terms and conditions of 
repayment of the loan would be generally determined by the financial 
and technical aspects of the project as ^uch. 

But it should be remembered that some local authorities like port 
trusts and improvement trusts arc, in the very nature of their exist- 
ence, in greater need of loan funds. A number of their activities are 
likely to create self-paying assets, for which thoreforc it is not thought 
desirable to levy local taxes. Instead it is thought better to finance 
them through borrowings which again may come from the State (or 
Central) Government or the local authority may float the required 
loans in the market. Such loans may even be obtained from speciali- 
zed financial institutions. Generally, recourse to market or the finan- 
cial institutions for financing of projects entails heavier interest 
cost. 

Now a word about octroi. The Indirect Taxation linquiry Com- 
mittee, 1977 (Jha Committee) lists a number of defects of octroi. 
“Octroi has been found harmful and undesirable by every Commit- 
tee that examined its working in the past, whether set up by the 
State Government or by the Centre” (Para 9. 1 ). Mention may be 
made of the Masani Committee, the Keskar Committee, the Trans- 
port Development Council, Committee on Transport Policy and 
Coordination and the Rural Urban Relationship Committee. Octroi 
is regressive in its incidence, being generally specific in nature. It is 
also administratively cumbersome and vexatious especially on account 
of the wide discretionary powers enjoyed by the municipal tax offici- 
als. This breeds corruption and tax evasion of high order. The cost 
of collection of octroi is also very high. The Jha Committee found 
that octroi had the same type of cost cascading effect as the sales tax 
and this encouraged the concentration of industries in urban areas to 
escape' this taxation. Moreover, this levy imposes a heavy economic 
cost on the society by obstructing quick transportation of goods. For 
example, the Keskar Committee found that on the Mangalore-Banga- 
lore route of 400 km a motor vehicle had to spend 4S hours 10 
minutes out of which 36 hours were on account of detentions. 
Removal of octroi would have the effect of reducing freight cost. Jha 
Committee, therefore, strongly recommended the abolition of octroi 
and suggested various possible substitutes; but at the same time it 
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insisted that its main emphasis was on gelling octroi abolished rather 
than on any particular alternative to le place il. If need be, the levy 
could be abolished in stages, starting from big places like Bombay 
and Calcutta which arc largely terminal points. 

State Governments, with their meagre resources, are not keen to 
abolish octroi which, according to Finance Minister’s budget speech 
(1978-79), brings about Rs 250 crores to the local bodies n our 
country. Rather in a number of cases octroi duties ha\e been enhan- 
ced or even imposed on hitherto exempted items. However the 
Government of Madhya Pradesh abolished octroi on 30 April 1977 
through an ordinance. This resulted in a loss of Rs 18 crores to the 
local b(Hlics for which they were provided with alternative sources of 
revenue. Property tax was handed over to these bodies. The turn- 
over lax w'as enhanced from 0.4% to 1.25% and a new' levy called 
entry tax was introduced at the rate of 1.25% of the value of g(.K»ds 
entering a municipal aica. The entry tax is being collected b\ the 
sales tax department and made over to the local bodies. The I inance 
Minister has promised to consider the case for compensation to ihe 
State Governments if they iicccpt the abolition of octroi. 

It has been strongly suggested by many that the chronic prob.cm 
of local liiiiincG can be solved only through having an institutiim of 
municipal linancc commission like the Finance rommission provided 
tor the Stales. Ihcsc municipal finance commissions should make 
recommendations so as to ensure a steady and adequate flow of 
resources to the local bodies through grants and loans (in addition to 
the assigned heads of revenues and shared taxes). These finance 
commissions should be appointed in each State well before the ap- 
pointment of the Finance Commission by the Centre and their re- 
commendations should be made a part of the State proposals. This* 
would impart a stability to the financial resources of these local bodies 
and they would also try to be more responsive to the questions of 
economy and administrative efficiency. In December 197" the 
Government of India appointed a committee under the chairmanship 
of Mr Asoka Mehta to study the working of Panchayat Raj including 
the question of resimrcc mobilisation and planning and implL*nienta- 
tion of scheme^ for rural development and to make the necessary 
recommendations on financial matters to ensure adequate availability 
of funds. 
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Table 27,1 shows the broad components of the Government of India 
Budget for the years 1977-78, 1978-79, 1979-80, and the Interim 
Budget for 1980-81. It may be pointed out at the outset that as in the 
previous years, there has been a tendency to underestimate the revenue 
receipts. This is partly explained by the fact of rising prices over all 
these years. The Central budget relies to a great extent on indirect 
taxes and with rising prices there is an automatic increase in tax yield 
over and above the normal growth arising out of incrca'.cd production. 
In the case of direct taxes also, as money incomes inciease, the tax- 
payers move from lower slabs into higher ones and thus the tax 
liability increases faster than the growth in national income. We need 
not discuss the details of the receipts and disbursements as such. They 
are obvious from the figures in the table. Instead, we would concen- 
trate on salient features of each of the budgets being covered here. 

BUDGET, 1977-78 


The annual budget of the Government of India for the year 1977-78 
was laid before Parliament on 17 June 1977, while a vote on account 
had been secured earlier in March 1977. We shall begin with a brief 
description of the circumstances and objectives of the budget for 
1977-78. 

Circumstances and Objectives 

With a change in the Government at the Centre there was a shift 
in the declared economic policy of the authorities. It would, there- 
fore, be better to say a word about the reappraisal of the problems 
faced by our country for overhauling the role of the budgets for 
1977-78 and after. An important source of all our difficulties is an 
inadequate rate of economic growth, in spite of a sizeable infrastruc- 
ture of modern industry in the economy. Moreover, this low rale 
of growth has been uneven as between regions also. 


*This Chapter is based upon Interim Budget for 1980-81 . 
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Combined with slow rate of economic growth is the fact of increa- 
sing inequalities in the country. This has led to an increase in the 
number of people living below the poverty line as compared with 
1.960-61, An indication of this poverty and destitution is the fact that 
we are not able to purchase and consume an output of 120m tonnes 
of foodgrains. For comparison we may note that in the USSR a 
much smaller population consumes around 210m tonnes of food- 
grains. 

In addition to the chronic problems of growth and poverty, there 
is also the recurring problem of growth of rising prices. Sometimes 
it is claimed that our price difficulties are the result of a world- wide 
phenomenon, but this is not exactly the case. Our foreign trade 
sector is a very small portion of our national income generation and 
its ill-effects (as far as price situation is concerned) can always be 
contained through appropriate policy measures. Our problem is 
basically domestic in nature and emanates ♦Vom rising money supply, 
rising unemployment and a weak public distribution system in the face 
of inadequate supplies. Fortunately since September 1974, there was 
a v’ c- k on inflationary rise in prices for a period, but prices started 
rising again. At the time of presenting the budget, it was noted that 
m(>ncy supply had risen by 17% in 1976-77, and there were subs- 
tantial accumulated balances of the impounded wages and allo- 
wances with the authorities. A release of these funds through re- 
payment was obviously pro-inflationary. Further, the circumstances 
were such that it was quite diflScull to bring a reduction in money 
supply without sacrificing some of the avowed objectives of the bud- 
getary policy. 

We have also the chronic problem of unemployment. This unem- 
plovinent manifests itself in various forms. And though precise esti- 
mates are not available, still it goes without saying that all kinds of 
unempiuyment have been on the increase. 

Strategy 

This Iead.s us to the strategy which the fiscal policy could adqpt in 
the cask of solving these problems. In this connection we may note 
.the fact that agriculture still plays a predominant role in our eco- 
nomy and without its proper development, we cannot hope to achieve 
a stage of self-sustained growth; nor can we hope to remove poverty 
and unemployment. The ke> to our rapid and healthy economic 
growth lies in our adoption oi policies which could accelerate the 
growth in agriculture along modern intensive cultivatitm methods, but 
methods which would also be labour-intensive. Along with agriculture 
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the whole rural economy has to be geared to make a bold march ft. r- 
ward. There has to be an integrated rural development programme 
in which dairy-farming, bee-keeping, and other agro-based and allied 
occupations have a central place. This would ensure that the employ- 
ment potential of our economy is tapped fully. 

In this task of integrated rural development, adequate infrastructure 
has to be set up. Attention has to be paid to the building of roads, 
houses, gobar gas plants, irrigation projects, provision of drinking 
water, manure, water management, education about crop manage- 
ment, marketing facilities, cottage and household industries etc. 

Till now ?ur development efforts, it is claimed, have been lop- 
sided. We have emphasized the setting up of large-scale industries 
with modern capital-intensive technology. This has led to our inerja- 
sing dependence upon essential intports of raw materials and other 
inputs. At the same time, scarce capital has been used in these inuus- 
tries without leading to a corresponding increase in employment. 
These industries being capital-intensive, have staivcd the rural side cf 
necessary capital input and as a result, there has been not onl\ 
increasing unemployment, but also large-scale migration to the urban 
areas with all the concomitant problems of slums and so on. l urther- 
more, this has kept us vulnerable to the natural elements of Hoods, 
droughts, and other problems and our agiiculturc (the m.iiustay ol 
our economy) has not been able to provide enough of food and law 
materials. 

In view of the above facts, the new strategy for economic develop- 
ment becomes obvious. The new strategy does not ignore the role of 
industries which are so essential for the health of the economy from 
many points of view. But it does try to restore the imbalance caused 
between different sectors of the economy. Therefore, an important 
plank of the new strategy is to bring about an integrated rural deve- 
lopment with agriculture as its central piece. In this rural develop- 
ment provision of roads, markets, supply of pure drinking water, in- 
creasing irrigation facilities etc. are included. There is also a provision 
for the development of ancillary activities like poultry-farming, 
fisheries, forestry etc. It is expected that an adequate resource 
investment along these lines has a large employment potential. More- 
over, this employment potential can be tapped with relatively less of 
capital, without any significant migration of the population to urban 
areas and so on. The villages would tend to be self-sufficient in many 
respects. Thev would learn to have scientific storage, crop rotation, 
and the like. But all this ncccssitatc.s that the use of capital resources. 
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should be along those techniques which are labour-intensive in 
nature. 

Along with the above, there is a need to have small scale and 
cottage industries. Here also, to the extent possible, the techniques of 
production should be labour-intensive, using the indigenous raw 
materials and so on. Though it is not necessary to use power in 
many cases, still the need for electric power cannot be over-estimated. 
Along with irrigation, power is needed to energize electric water 
pumps, run many small industries and to help the cottage indus- 
tries. 

Our industries are notoriously inefficient. Since they have been 
facing a seller’s market, they have not learnt the need for curtailing 
costs. There is therefore an imperative need to create this urge in the 
industries to become efficient and reduce cost of production wherever 
possible. The budget, it may be pointed out, can play a limited role 
in this field. The budget for 1977-78 took certain steps in this direc- 
tion. 


TABLE 27.1 

Government op India Budget 1977-78, 1978-1979 (re) 
1979-80 (bf) and 1980-81 

Rs. in crores 



19/7^78 

Ales 

1978-79 

Ajes 

1979-80 

RE 

1980-81 

1 

2 

3 

4 

5 


REVENUE BUDGET 
RECEIPTS 



Total Revenue (A+B) 

11590,19 

131%.75 

14582.85 

15703.91 

Less States' share 

1798.10 

1956.82 

3406 02 

3576.60 

Centre’s share (net) 

9792.09 

11239 93 

11176.83 

12127.31 

A. Gross Tax Revenue 

8858.38 

10525.10 

11624.73 

^2301.61 

Less States’ share 

1798.10 

1956.82 

3406.02 

3576.60 

CentrJ’s share (net) 

7060.28 

8568.28 

8218.71 

8725.41 

ia) Taxes on Income and 
Expenditure 

2338.63 

2453.39 

2701 00 

• 

2930.30 

Less States’ share 

675.44 

706 62 

864.88 

932.20 

Ccnlie's share (net) 

1663.19 

1746.77 

1836.12 

1998.30 

(i) Corporation Tax 

1220.77 

1251.47 

1380.00 

1504.00 

(//) Taxes on Income 

1002.02 

1177.39 

1320.00 

1426.00 

Less States* share 

675.44 

706.62 

864 88 

932.20 

Centre’s share (net) 

326.58 

470.77 

455.12 

493.80 

(///) Others 

115.84 

24.53^ 

1.00 

O.SO 
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1 

2 

3 

4 

5 

b) Taxes on Property and Capital 

88.35 

105.84 

88.94 

90.98 

Transactions 

Less States' share 

9.85 

10.70 

10.94 

10.90 

Centre’s share (net) 

78.50 

95.14 

78.00 

80.08 

(/) Estate Duty 

12.77 

13.07 

13.00 

13.00 

Less States* share 

9.85 

10.70 

10.94 

10.90 

Centre’s share (net) 

2.92 

2.37 

2.06 

2.10 

(//) Wealth Tax 

48.47 

55.41 

63.00 

65.00 

(Hi) Gift Tax 

5.56 

5.85 

6.25 

6.25 

(iV) Others 

21.55 

31.51 

6.69 

6.73 

(c) Taxes on Commodities and 

Services 

8858.38 

10525.10 

11624.73 

12301.61 

Less States’ share 

1112.81 

1239.50 

2530.20 

2633.50 

Centre’s share (net) 

7145.51 

9285.60 

9094.53 

9668.11 

(i) Customs 

1824.10 

2423.51 

2814.00 

3004.00 

(fV) Union Excise Duties 

4447.51 

5367.17 

5825.00 

6067.90 

Less States’ share 

1112.81 

1239.50 

2530.20 

2633.50 

Centre’s share (net) 

.^334.70 

4127.67 

3294.80 

343^.40 

B. Total Non-Tax Revenue 

2731.81 

2671.65 

2958.12 

.3402.30' 

(i) Fiscal Services 

65.91 

95.24 

r21.49 

133 IS 

(it) Interest Receipts 

1440.47 

1426.85 

1484.67 

1812.87 

(///) Dividends and Profits 

278.92 

263.59 

296.60 

289.20 

(iV) Others 

946.51 

885.97 

1055.36 

1167.05 


DISBURSEMENTS 


Tjoal Disbursements 

9362.29 

10947.62 . 

12047.53 

135rA*.57 

Developmental Expenditure 

of which 

3646.04 

4512 24 

5224.63 

5162.29 

1 . Social and Community 

Services 

656.05 

725.35 

791 .89 

870.82 

2. Economic Services 

1783.27 

2034.03 

* 2448.43 

2^15.52 

(/) Agriculture and Allied 

Services 

774.04 

908.22 

871.07 

896.15 

(//) Industry and Minerals 

370.93 

359. ri 

746.78 

752.95 

(Hi) Fto reign Trade and 

Export Promotion 

346.87 

419.80 

382.49 

368.06 

(iv) Water and Power 

Development 

95.27 

104.10 

126.67 

147.43 

(v) Transport and Communi- 

cations 

115.34 

149.89 

215.21 

235.44 

(W) Others 

80.78 

92.11 

106.21 

115.49 

3. Grants-in-aid to States and 

Union Territories 

1204.77 

1751 53 

1980.47 

1760 23 

4. General Services 

1.99 

1.34 

3.84 

6.72 

Non-Developmental P.xpenditure 

of which 

3330.31 

3821.48 

3812.46 

5369.44 
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1 

2 

3 

4 

5 

]. Audit 

49 35 

53.44 

61.72 

63.60 

2. Collection of Taxes and 

Duties 

99.65 

110.57 

122.05 

143.29 

3. Currency Coinage and 

Mint 

66.49 

44.31 

39.89 

44.23 

4. Interest Payments 

1521.34 

1828.97 

2206.23 

2597.64 

5. Administrative Services 

407.33 

442.78 

463.93 

637.70 

6. Pensions and Miscellaneous 

35.65 

46.32 

51.67 

55.50 

7. Grants to States and Union 

Teriitorics 

755.93 

882.98 

461.79 

482.86 

8. Compensation and Assign- 

ments to Local Bodies 

18.82 

20.15 

28.75 

26.51 

9. Help to Other Countries 

48.42 

60.91 

65.54 

73.00 

10. Other General Services 

327.33 

331.05 

310.89 

1245.12 

Defence (net) 2185 94 2613.90 

CAPITAL BUDGET 
RECEIPTS 

3010.44 

3036.84 

1. Market Loans 

Gross Borrowings 

J 309.99 

1836.78 

2258.80 

2765.00 

Repayments 

12L55 

183.31 

297.51 

265.34 

Net 

1183.44 

1653.47 

1961.29 

2499 66 

2. External Loans 

Gioss Borrowings 

803.32 

853.76 

939.38 

1119.11 

Repayments 

429.19 

469.90 

408.78 

410.40 

Net 

374.13 

383.86 

530.60 

708.71 

3. Recoveries of Loans and 

Advances 

2288.27 

2081.87 

1584.00 

2733.00 

4. Small Savings fnct) 

544.65 

847.21 

925.00 

1000.00 

Provident Eund»(net) 

192.85 

186.49 

299.99 

300.02 

Special Deposits of Non- 

Government P.F. 

308.65 

401.79 

399.86 

449.86 

Others (net) 

140.75 

630.36 

— 253.69 

738.87 

Total Capital Receipts 

5034.74 6285.05 

DISBURSEMENTS 

5447.05 , 

8430.12 

Total Disbursements 

63Q7.56 

8083.09 

7279.62 

8224.28 

1 . Defence Expenditure 

247.70 

253.73 

262.56 

263.16 

2. Loans and Advances 

4155.01 

5565.47 

4767.61 

4856.18 

of which 

To States and Union 

Tcrritoiies 

,1956.23 

3324.40 

2798.52 

2''96.09 

To others 

2198.78 

2341.07 

1969.09 

2060.09 

3. Other Expenditures 

25.76 

276*05 

4.99 

635.18 
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1 

2 

3 

4 

5 

4. Developmental Expenditure 
of which 

1969.09 

1887.84 

2241.46 

2469.76 

(i) Social and Community 
Services 

103.86 

104.60 

108.06 

157.29 

(;/) Economic Services 

1865.23 

1783.24 

2133.40 

2312.47 

General Economic Services 

40.98 

85.17 

52.73 

48.12 

Agriculture and Allied 
Services 

— 12.55 

147.40 

350.76 

344.68 

Industry and Minerals 

1298.92 

827.88 

781.05 

861.43 

Water and Power 
Development 

121.57 

192.29 

312.84 

371.46 

Transport and Communications 121.13 

143.05 

178.35 

214.06 

Railways 

274.20 

361.41 

397.40 

374.00 

Posts and Telegraphs 

20.98 

26.04 

17.60 

63,30 

Others 





5. General Services 

... 


42.67 

45.42 

AGGREGATE RECEIPTS 

14826.83 

17524.98 

16623.88 

20557.43 

AGGREGATE DISBURSE- 
MENTS 

15759.85 

19030.71 

19324.15 

21792.85 

BALANCE 

— 933.02 

— 1505.73 

— 2700.27 

— 1235.42 


Source : Explanatory Memorandum on the Budget of the Central Government and 
Budget at a Glance, 1978-79, 1979-80 and 1980-81. 

Tax Proposals 

It might be appropriate to preface the tax proposals with the re- 
marks made by the Finance Minister while presenting the budget 
befoic Parliament. The Finance Minister claimed that the proposals 
covering direct taxes “are designed to increase corporate savings, 
channel funds into productive investment, accelerate the pace of in- 
dustrial growth and, at the same time, strengthen the redistributive 
role that direct taxes must be made to play.”^ The proposals concern- 
ing indirect taxes tried to ensure that they did not impinge upon the 
necessities of life. Effort was made to raise the resources, from “less 
essential or luxury items, while giving relief to some deserving sectors 
and sinfplifying and rationalising the central excise tariff structure 
generally.”" 

Direct Taxes 

The income tax exemption limit was raised to Rs 10,000. This 


^Ibid., Part B. Para 63^ 
^Ibld., Part B, Para 64. 
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relieved the official lax muchineiy and waived the tax liability for 
about 8.5 lakh income tax payers. However, the nil-tax slab for those 
W'ho are liable to pay income tax was retained at Rs 8,000 subject to 
the provision that the tax liability would not exceed 70% of the in- 
come exceeding Rs 10,000. At the same time, the rate of surcharge 
for the purposes ot the Union was raised from 10% of the income 
tax to 15%. It not only raised the income tax liability of the tax 
payers (who were still left after the raising of the exemption limit) 
but raised the tax liability to 80.5% on incomes immediately exceed- 
ing Rs 10,000. 

Further, the existing position was that 50% of the remuneration 
received by Indian technicians from a foreign government or an enter- 
prise for services rendered outside India were exempt from income 
tax. In the budget for 1977-78 this concession was extended to cover 
Indian technicians employed by Indian concerns in any branch or 
office outside India. 

As regards wealth tax, the last budget had reduced the tax rates. 
The budget for 1977-78 retained the existing J% rate for the first 
i\- 2.5 lakh, but for the higher slabs, the rate was uniformly increa- 
sed by while in the highest slab of Rs 15 lakhs and above, the 
Tate was raised from 21% 3^%. These charges came into effect from 
1 April 1977. 

While the impounding of half of the additional dearness allowance 
came to an end with effect from May 1977, the Compulsory Deposit 
Scheme for income tax-payers was extended by another two years. 
The rates of compulsory depo.sit remained the same. This provision 
was intended to be anti-inflationary especially in view of the fact 
that there were now bigger home-carry pa} packets (after scraping of 
the scheme for deirncss allowance) and greater money supply. 

in the field of corporate taxation, a significant step was taken in 
the 1976-77 budget in the form of investment allowance. The scheme, 
however, had not laid down any clear cut and well deflned criteria 
for selecting the industries which w'ere entitled to this allowance. In " 
the budget for 1977-78, this was sought to be remedied. At the same 
time, the concession of investment allowance was extended to all in- 
dustries except those which are engaged in the manufacture of speci- 
fied low priority items such as cigarettes, cosmetics and alcoholic 
beverages. 

The budget took an imjiortant step in encouraging indigenous 
technology. Investment allowaiice w'as granted at a higher rate (35%) 
on machinery and plant installed for the manufacture of any article 
made in accordance with knowhow developed in Government labora- 
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tories, public sector companies and universities. 

These above steps were expected to be helpful in developing inter- 
nal resources as well. To that extent the industries would be less 
dependent upon external sources of finance like the banks, govern- 
ment and other agencies for the purposes of expansion. It is in this 
connection that the existing provision under which closely-held 
industrial companies were compelled to distribute high percentage of 
their net profits as dividends, was found redundant. The budget for 
1977-78 exempted such industrial companies from this requirement. 

Some changes were also made in the capital gains taxation with a 
view to removing impediments in the way of adequate mobility of in- 
vestible resources and taking them out of perpetual investment in low 
priority assets. The concessional tax treatment was extended to 
capital gain arising out of an asset held for 36 months (^r longer 
instead of 60 months or longer (as previously). Similarly, in respect of 
assets acquired prior to 1 January 1954, a tax-payer had the option of 
adopting the fair market price of the asset as on 1 January 1954 in 
place of the actual cost of acquisition. Now this notional date ns as 
extended to 1 January 1964. Again, while according to the cxi'^ting 
rule, capital gain from the sale of a residential house was full\ or 
partially exempted provided the capital gain was utilized on a new' 
residential house, the budget for 1977-78 extended this concession to 
cover the reinvestment of capital gains in shares, bank deposits, units 
of the Unit Trust of India or other preferred assets. 

The budget also took note of the fact of there being a large num- 
ber of sick industrial units. Sick units cause a national wastage of 
resources as also unemployment. Accordingly, the budget provided 
a tax concession for the parent firm in the event of merger ol* the 
sick unit with a healthy one. The budget provided that where an 
amalgamation was accepted by the Central Government to be in 
public interest, the accumulated losses and unabsorbed depreciation 
of the amalgamating company would be allowed to be carried forward 
and set off in the hands of the amalgamated company. 

The budget also took steps to encourage industry in its task of 
helping in rural development. To that end, expenditure incurred by 
companies on approved programmes of rural development was 
allowed to be deducted in computing the taxable incomes of the 
spending concerns. Similarly, the budget provided for a preferential 
treatment to those industries which are set up in the rural areas and 
which begin their manufactiiiing activity afler 30 June 1977. This 
lax concession would be available for ten >cars from the date a 
company starts its manufacturing activity and would consist in taxing 
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onl) 80% of its taxable profitb. 

The budget however withdrew the option gi\cn to companies (in 

1976- 77) not to pay 5% surcharge on income tax and instead deposit 
an equivalent amount with the Industrial Development Bank of India 
for a period of five years. This measure was expected to yield Rs 56 
crores. The ceiling on donations for charitable purposes qualifying 
for tax purposes was raised from Rs 2 lakhs to Rs 5 lakhs. 

The net effect of all the direct tax proposals was expected to be 
Rs. 92 crores in the year 1977-78. 

Indirect Taxes 

The proposals in the field of indirect taxation may be discussed in 
terms of different categories. The first category of proposals related 
to those which were designed to raise resources. Here the budget 
provided for a levy of 10% excise duty on five items, namely, (/) 
hand tools and small tools not already excisable, (zi) weighing 
machines and weiah bridges, (Hi) watches, clocks, and time-pieces, 
(iv) electric fittings and (v) polishes for footwear, metals, cars, etc. 
ITnv'cvcr, in the case of manufacturers whose production did not 
exceed Rs 1 lakh, the products were exempted from this duty. Ace- 
tylene gas was subjected to a duty of 12%. Another measure in the 
category of raising resources was in the field of 1 % excise duty which 
had been levied on an experimental measure in 1975 on those items 
which were not subject to an excise duty under any specific heads. 
This was a step in the diiection of introducing a kind of value added 
tax in the country. The budget for 1977-78 raised this rate of duty to 
2%. The collection under this head was Rs 37 crores per annum. 
Another modificdtion introduced in this duty was administrative in 
nature, but economic in effect. Previousis an exemption from this ' 
duty uas granted on the basis of number of workers. The budget for 

1977- 78 granted exemption on the basis of annual turnover provided 
it did not exceed Rs 30 lakhs. Also all non-power units were exempted 
from this levy. Further, while small newspapers were already exempt 
from this duty, the budget for 1977-78 extended this exemption to 
medium newspapers also, while the big neuspapers continued to pay 
this duty. It was estimated that the additional yield from this group 
of measures would be Rs 30 crores. 

The duty on motor cars was raised from 15 to 17J% while that 
on scooters, motor cycles a ’ three wheelers was raised from 9°o 
12.1%. At the same time, liowevy, there was some relief on account 
of exemption from excise duty on tyres, tubes and batteries suppfied 
as original equipment. These changes were supposed to yield Rs 5.1 
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crores per annum. Tlie basis of taxing pigments, paints, enamels and 
varnishes, etc. was clianged from specific to ad valorem and the rates 
were so adjusted that the duty on liigh cost items among this'eategory 
would go up by around 5%. This measure was estimated to yield 
Rs 4.8 crores per annum. Similarly, the budget expected to collect 
another Rs 4> crores per annum by raising the duty on branded hiris 
and by raising the progression of excise duty on cigarettes. 

The second category of tax proposals related to the cases of reduc- 
tion or abolition of excise duty. The beneficiaries included both 
handloom and powerloom sectors. Concessions of various types were 
given or extended to various types of yarn. Also previously these 
sectors had been given an exemption from duty if bleeching, dyeing 
and printing were done without the aid of power. The budget for 
1977-78 extended this concession to all other types of processing 
without the aid of power. Similarly, the powerloom industry was 
exempted from the compounded excise duty and thus about 80,000 
powerloom licensees were freed from excise control. 

The duty on power driven water pumps was reduced from 10% to 
5% and the power tillers were exempted from the general excise 
duty. Small paper mills also got a relief of 50% to 75% of the exist- 
ing leviable duty according to their installed capacity and depending 
upon their use of non-conventional raw materials and waste paper to 
the extent of at least 50%. The larger mills got a concession of 33^% 
of the leviable excise duty provided they also used at least 50% of 
the non-conventional raw materials. It was hoped that this concession 
would help in preserving our timber resources. In the match industry, 
those units which were members of the registered cooperative societies 
or were certified as such by the Khadi and Village Industries Com- 
mission were given a doubling of the concession m excise duty from 
55 to 110 paise per gross of match boxes. Similarly, mini steel plants 
were helped by exempting their raw materials in the form of identi- 
fiable ^types of melting scrap cleared from the main steel plants. Duty 
on electric insulated tapes and various confectionary items was also 
abolished. Various concessions were also extended to help the electro- 
nics mAustry especially because it offers great scope for development 
m the small scale sector. Previously, the duties in this sector were 
partly specific and partly ad valorem. The budget for 1977-78 intro- 
duced a uniform ail valorem basis for levying the excise duties here. 
The large manufactures were to pay from 15 to 35% ad valorem 
(depending upon the item and ex-factory price) vhile the small manu- 
facturers were given a concession of 15% and subjected to a duty 
ranging from nil to *20% ad valorem. In order to encourage a down- 
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ward adjiistinenc of ex-factori' prices of TV sets, tape recorders and 
electronic calculators, 5% concessiv>nal rate of excise duty was limited 
to those items with somewhat lower cx-factory prices than prevailing, 
at the time of the budget. 

The third category of indirect tax proposals related to rationalisa- 
tion of various duties. The budget took some important steps in this 
direction. 

(1) It abolished the distinction between basic and auxiliary duties 
by merging the latter with the former. The rationale for the auxiliary 
duties was that they were not shared with the States. However, the 
Sixth Finance Commission had recommended that from 1970-77 
onwards auxiliary duties of excise should also be shared with the 
States.The Government accepted these recommendations. Accordingly, 
there was no more justification for niainiaining this distinction. 

(2) Tnc second important step was in the direction of extending the 
ad valorem basts of levying the excise duties. It would be noticed 
iliat in the proposals lisieu above, some significant steps were taken 
to shift the basis of excise duties irom specific to ad valorem. Similar 
approach was followed in this category of proposals also. For 
cxaiiiplc, in the case of cotton fabrics, in the budget for 197o-77 a 
system ol ad valorem rates was introduced, but the rates were 
dependent on the count of the yarn used in the fabric. The budget 
for 19/7-78 adopted the ad valorem system irrespective of the count 
of the yarn and with a high degree of progression built into it. 

(3) The nomenclature and classification of textile yarns and fabrics 
underwent rationalisation. The new classification was based upon 
the fibre predominating by weight. This not only simplifies the ad- 
ministration side of these duties, but also enables the textile industry 
to use more of polyster fibre without attracting higher duty on the 
yarn produced. Yhis was expected to ‘.rse the pressure on demand 
for cotton. 

(4) Certain adjustments in duty strui^lurc were made to reduce eva- 
sion and malpractices and help in tapping employment potential an^ 
production possibilities. For example, excise duty on woollen yarn 
(which had to be collected from a large number of small ^spinners) 
was replaced by an inipori duty on raw wool, waste wool and rags. 
Excise duty on wool tops was also reduced from Rs 10 per kg to 
Rs 5 per kg. These steps were expccicd to reduce the cost of fabrics 
using indigenous wool. Similaiiy, the duty on bars, rods, ang’es, etc. 
w'as shifted to the ingot manufacturing stage. The cloth produced 
by power looms was made duty free. Import duty on newsprint 
was reduced from 5% to 2.^ ad valorem, However, reduction of 
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import duty on watches from 120% to 50% ad valorem docs not 
stand scrutiny on logic (because it is a non-essential item compared 
with certain other consumer items like edible oils which were in short 
supply at the time of presenting the budget) except that the Govern- 
ment was not able to check the smuggling of watches effectively and 
wanted to stop it by meeting the excess demand through importing 
watches through HMT. There were numerous other similar minor 
modifications in the Central Excise Tariff. 

(5) There was also an effort to introduce an element of cost-cons 
ciousness in the domestic industry by exposing it more to competi- 
tion from abroad. For this import of certain selected items of capital 
goods without prior scrutiny from the indigenous angle (that is with- 
out verifying whether the same could be supplied by the home pro- 
ducers) was permitted. It is, however, debatable whether it is desir- 
able at this stage to expose our producers to a stiff foreign competi- 
tion. On the other hand, it was claimed to have the salutary effect of 
reducing the cost of production of many items especially on account 
of a reduction in import duties on certain items, such as, copper wire 
and bars, cold-roJlcd non-grain oriented sheets, alloy steel, tool steel, 
special steel, high carbon steel, stainless steel plates and utensil grade 
stainless steel. 

Comments 

It may be cl iimed that the budget was by and large price-neutral in 
effect. The increase in indirect taxes (which usually arc price infla- 
tionary) was confined to mostly less important items or is the result 
of some rationalisation or shifting from specific to ad valorem tax- 
ation. At the same time, there was a more liberalized import policy 
envisaged in the bedget. There was a reduction in certain excise duties 
such as on handlooms and powcrioom fabrics, as also a reduction in 
certain important duties. The budgetary deficit, claimed to be just 
Rs 72 crores was somewh-it illusory and is the product of the defi- 
nition of the deficit. Actual deficit turned out to be Rs 950 crores. 
It should be noted that the budget provided for special borrowings 
from the Reserve Bank of India against its foreign exchange reserves 
equivalent to Rs 800 crores. Similariy, the budget provided for a 
borrowing of Rs 130 crores against the impounded Compulsory 
Deposit funds which could not be termed anti-ioflationary by any 
means. However, a redeeming feature, from the point of view of 
controlling prices was that the budget provided for impounding of 
the second instalment of Compulsoty Deposit funds due in July 
1977 (Rs 326 crores). The net result of all the budget proposals and 
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uHocations together with the fact that in the previous year money 
supply had risen by 17,1% could not bo claimed exactly price-neutral 
or anti-inflationary in impact. 

The budget encouraged investment and employment, but to limited 
extent only. It extended the concession of investment allowance, 
encouraged small scale industries and the use of indigenous techno- 
logy. But it is difficult to understand why the tax concession should 
not be extended to the use of technology developed by a private 
organization in the country. 

The budget for 1977-78 did not meet a number of expectations 
which had been raised in the minds of the public. The objectives 
proclaimed by the new party in power were obviously contradictory, 
especially in terms of containing inflation through cutting down pub- 
lic expenditure and encouraging investment activity in the country. 
According to the needs outlined and the strategy of investment and 
fiscal policy, power, agriculture and allied activities should have got 
a much larger emtiay. Though m absolul terms the budget outlay in 
these sectors was raised, the increase was only maiginal (30.4% as 
•1 Gainst 29.4% in the previous budget). At the same time we note 
thit industry and minerals and other sectors had a correspondingly 
increased allocation. OITicially this was explained by pointing out that 
the on-going projects ought to be completed and that necessitated 
this huge allocation. However, this argument holds only partially. 

It may also be maintained that the budget did not add to the in- 
centives for savings apart from the incentives which were already 
there. In view of the increased money supply, rising prices and threat 
of further inflation, there was a need to make a real big thrust in the 
direction of encouraging savings. 'The budget encouraged investment 
without taking car» of the savings side. 

BUDGET, 1978-79 

On the eve ' f the budget for 1978-7‘), oi:r economy presehted a 
im.xed picture of botii opportunities and hindrances. On the oppor- 
tunities side we had the favourable position of food stooks and 
prospects of a good rabi crop. Our foreign exchange reserves had 
been increasing at comfortable rates and we could pursue a policy of 
selective libciahzcd imports. Though prices had not been exactly 
stab.c, any si/c.ible inflati' nary rise was nnssing. On the other 
hand, the hindrances and gained in strength. 

For c.xampie, the \ery existence of large fo.>d stocks and foreign 
reserv es are inflationary in their naltire because they add 



592 Public Finance 


to the effective money supply in the country without a correspond- 
ing addition to the supplies. The position regarding industrial rela- 
tions, power supply and tlic like was not happy. Industrial produc- 
tion was lagging behind. Our plan target for 1977-78 had not been 
achieved (even though the increase in annual plan outlay in 1977-78 
was only 27% compared with 3l% increase in 1976-77). Our indus- 
tries were suffering from a phase of recession in demand and there 
was a large scale sluggishness in industrial investment. Various 
measures to stimulate it dining the year 1977-78 had not met with 
much of a success, and the Finance Minister even admitted that he 
was notable to pin-point precisely the causes for this sluggishness. 
According to one analysis, the basic reason lay in reduced plan out- 
lay which is always a major source of demand for industries in the 
private sector. At the same time, uncertain power supply and otlier 
factors were coming in the way of industrial stimulation. 

Another important problem which had gained in strength was that 
of unemployment. For this, industrial activity in the urban areas and 
agricultural and allied acti\ities in the rural areas appeared to he the 
remedy. It implied that on the one hand, the problem of ind ’Ntrial 
recession must be solved and on the other steps must be taken to 
generate greater vigour in the ruial economy. Amongst other I'lings, 
therefore, there was need to try for increase in power generation 
capacity as also an addition to irrigation potential. Revival of small 
scale and cottage industries became a matter of both necessit> and 
strategy for reviving the economy and removal of unemployment. 

Removal of unemployment, revival of the economy and iisc of 
labour-intensive techniques are all inter-related. Their solution neces- 
sitated remedying the situation of recession. Analysis of the situation 
led to a general belief that quite a few steps were needed to solve the 
problem of recession and sluggishness in industrial investment. 
Firstly, pleas were being made to step up plan outlay which could 
provide a major source of demand to the private sector also. Second! v, 
there Was a need to improve the whole structure of taxation. 

The industrial community was pleading for various concessions in 
direct taxation to increase profitability of investment and siimulate 
industrial activity. At the same time various procedural reforms 
were being sought in direct taxation. The interim report of the 
Chokshi Commitrcc and the final report of the Jha Committee had 
provided :in opportunity for the Government to initiate some steps 
in the direction of lax reforms. The Jha Committee had emphasized 
that the whole system of indirect’ taxation needed overiuiuling. 
Amongst other things, it had recommended that the government 
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should avoid taxing inputs and intermediates because it led to the 
cost-cascading effects. The Committee had suggested that pending 
the introduction of a system of salnc-added tax, the authorit’ts 
should avoid taxing on a selective basis and instead make across the 
board changes in the indirect taxes. 

The Government was thus facing a host of objectives and questions 
which needed immediate attention. Apart from a reformation of the 
tax system, there was a need to raise plan outlay which implied rais- 
ing of larger tax resources and borrowings. The Finance Ministry 
was of the view that there was not much scope left for incuMsing 
direct taxes. An imnortant sector which is still undertaxed in our 
economy is agriculture. Here the Government, instead of imposing 
adequate taxes, is actually subsidizing various inputs. (The State 
Governments, in their turn, are not taxing this sector adequatclv and 
are providing subsidized inputs like water etc). At the same time, 
it was essential that the Government should avoid resorting to heavy 
deficit financing in order to keep inflatio*^ in check. 

We find that in number of these fields, the budget failed to provide 
a proper remed/ Instead, some of the budget proposals worked 
i 'V ards worsening the situation We shall sec these defects ni the 
last portion of this sccticm. 

The Budget Proposals. The budget estimates based upon F) 77-78 
rates of taxation showed a gap of Rs 1396 crores in spite of the fact 
that the plan expenditure wa^ raised by only 17% over the figure for 
the outgoing \cai. This gap was partly filled by various budgetary 
proposals. 

Direct Taxes. The Government was of the view that not much 
scope was theie to enhance direct taxation. In the previous year, 
surcharge on income tax had been raised from 10% to 15%. Accor- 
dingly no change*in income and wealth ta'ces was made. 

In terms of proposals which increased the revenue, we note the 
following: 

(1) A weighted deduction was being allowed in the computation, 
of taxable profits with reference to expenditure incurred b> Indian 
companies abroad and resident tax-payers on developyient of 
markets. This weighted deduction was at the rate of 150% of the 
actual expenditure in the case of widely held companies and 133.3% 
in the case of closely held companies. This weighted deduction was 
lowered to actual expenses. Correspondingly, a curb was imposed 
on the advertisement cxpi...diturc within the country by disallowing 
a part of such expcndiliire on n slab basis. These two measures were 
expected to net in Rs 8 crores and Rs 10 crore^# respectively. 
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(2) To ensure that winnings from horse races arc brought efTectively 
within the tax net, llie deduction at source was raised lo 34.5% from 
winnings in excess of Rs 2500. This measure was expected to net in 
Rs 3.5 crores in 1978-79 and Rs 4 crores in full year. 

(3) Compulsory Deposit Scheme withdraws money from circula- 
tion and reduces the effective amount at the disposal of the tax- 
payers. But it is not a tax. Here the budget increased the rates of 
compulsory deposit so as to net in Rs 25 crores a year. 

This brings us to the category of concessions in direct taxation. 

(1) In order to encourage long-term savings through life insurance, 
provident funds etc., the deduction for income tax purposes at the 
rate of 100% for the first Rs 5000 (instead of the existing Rs 4000), 
50% for the next Rs 5000 (instead of existing Rs 6000) and 40‘J(, of 
the rest was proposed. The monetary limit of the qualifying savings 
was also raised. This concession was expected to result in a revenue 
loss of Rs 10 crores in full year and Rs 7.5 crores in 1978-79. 

(2) Tax on interest earnings of scheduled banks was abolished 
resulting in a revenue loss of Rs 133 crores per annum (Rs 108 
crores in 1978-79). Consequently, interest rates on all bank deposits 
and loans were also reduced. This measure was claimed to stimulate 
investment, 

(3) Another concession was to stimulate investment in new 
ventures. For this a deduction in the computation of taxable income 
of 50% of the amount invested in equity shares of new industrial 
companies was provided subject to a limit of Rs I0,0t)0 p.a. The 
expected loss was Rs 5 crores in one year and Rs 3 5 crv)rcs in 
1978-79. 

(4) Similarly,' to divert funds to new equity shares, the concession 
of capital gains was withdrawn from investment into existing com- 
panies. 

(5) To encourage new buildings by the employers for their low- 
paid employees, the initial depreciation allowance was raised from 

. 20% t9 40%. 

(6) The exemption limit for estate duty was raised from Rs 50,000 
to Rs 1 lakh. 

(7) The concession of capital gains was withdrawn for bank 
deposits. 

These proposals in the field of direct taxes were expected to bring 
in Rs 55 xrorcs (including Rs 25 crores by way of compulsory 
deposits) and Rs 50.50 crores in 1978-79. With the withdrawal uf 
interest tax, however, the net revenue loss was to be 57.50 crores (Rs 
82.50 crores if compulsory deposits are ignored). 
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Indirect Taxes. The Finance Minister concentrated mainly upon 
dnciircct taxation for raising the needed resources which meant a reli- 
ance on excise duties. 

(1) A levy of two paisc per kwh was levied on the electricity 
generated. However, electricity generated for captive consumption, 
•electricity used in auxiliary plants in the generating stations for the 
generation of electricity and electricity used for agricultural purposes 
were exempted. The estimated yield of this levy was Rs 145 
*crores. 

(2) Coal was subjected to an excise duty varying from Rs 5 to Rs 
10 per tonne and was expected to yield Rs 58 crores. 

(3) Under Item 6S of the Central Excise tariff, the rate of duty 
on “all articles, not elsewhere specified” had earlier been raised 
from 1% to 2% ad valorem. The budget raised this rate to 5% ad 
valorem with exemption for some sensitive categories like pesticides, 
vveedicides, insecticides, fungicides, drugs and medicines, pharmaceu- 
ticals and drug intermediates and newspapers and periodicals. The 
expected yield from this levy was Rs ISO crores. 

(4) All goods subject to basic duties were subjected to a ‘special 
dut^’ of excise at the rate of 5% of the basic duty with an expected 
yield of Rs 214 crores on indigenous production and Rs 15 crores 
by way of increase in countervailing duties on imports. 

(">) Certain other measures in the nature of rationalisation of duty 
rales on items like coated fabrics, cigars and cheroots, tea waste, 
vegetable products, and certain modifications in the customs tariff for 
protective purposes w'cre expected to bring in Rs 12.4 crores p.a. 

(6) Concessions to small-scale industries were sought to be rationa- 
lized and increased. Accordingly, all small-scale units manufactur- 
ing specified goods, whose clearances in the preceding year did not 
exceed Rs 1 5 lakhs were exempted from the duty payable on first 
clearance of Rs 5 lakhs. The exemption covered 69 items and 24,000 
small-scale units. The expected reven^’c loss was Rs 28 crores. 

(7) Power driven pumps mainly used in agriculture were exempt^ 
from excise duty leading to a loss of revenue of Rs 1.5 crores p.a. 

(5) The concession available to motor vehicles being used^ as taxies 
wa^ extended to 3-wheelcrs and aut':-rickshaws as well. Similarly, 
other concessions on various items were ixho granted. These entailed 
a revenue loss of Rs 7.58 crores. 

(9) Customs duties on specified items T capital equipment not 
produced within the couiz y were reduced trom 40% to 25% with a 
revenue loss Rs 9 crores. TJhis step wa'. in line with a recommenda- 
tion made by the Jha Committee. 
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Inclusive of the abolition of interest tax, the total yield from the 
budgetary measures was Rs 441.5 crores (Rs 449 crores of indirect 
taxes, Rs 25 crores of compulsory deposits, and a loss of Rs 82.50 
crores of direct taxes.) Of this amount the share of the States was 
Rs 95.5 crores and that of the Centre, Rs 346 crores. 

The uncoveied deficit after the tax proposals was put at Rs lOSO- 
crores on top of a deficit of Rs 950 crores in 1977-78. 

Plan Outlay. Total outlay provided for plan purposes in 1978-79 
amounted to Rs 1 1649 crores as compared with Rs 9960 crores in 
1977-78. Of this the Central Plan outlay was Rs 5664 crores and that 
of the States and Union Territories together was Rs 5785 crores. 
For the first time, the States and Union Territories Plans together 
were larger than the Central Plan. It was claimed that this fact 
reflected a recording of our Plan priorities in favour of agriculture,, 
irrigation, power and rural development all of which figure promi- 
nently in Stales Plans and in some measure a shift towards greater 
decentralization in planning. Rs 10465 crores out of the aggregate of 
Rs 1 1649 crores were meant for the continuing schemes; Rs 150 crores 
were allocated for new power projects and Rs 1034 crores tor 
schemes under other sectors. Out of Rs 1034 crores about 80% (Rs 
828 crores) were allocated for the ilevelopment of rural areas. 

Comments. It would be now in order to discuss the extent to 
which the budget succeeded in its objectives. The Finance Minister 
in his Budget Speech asserted that ‘T have kept in view the fact that 
a substantial increase in investment has necessarily to be backed by 
increased efforts at mobilisation of savings. My proposals in the field 
of direct taxes are accordingly designed to promote larger savings; 
to curb extravagant and wasteful expenditure in business and profes- 
sion; and to channelise funds for stimulating growth and production. 

I have also sought to provide some tax relief in sefected areas with 
a view to encouraging large investment in desired direction.” it is 
found that the budget did try to encourage investment by abolition 

interest tax and reducing the interest rates on bank deposits and 
bank loans. More particularly, it tried to encourage investment im 
new industrial companies. But these measures were counter produc- 
tive. The reduction in interest rates made marginal change in the 
total production cost of industries. And it was a positive disincentive 
for savings. Moreover, the conditions imposed for enjoying the tax 
and capital gains concessions for investment in the equity shares of 
new industrial companies were very difficult to comply with. 

On the other hand, we find that the iflyeslment in existing compa- 
nies and expansion thereof is equally stimulating for the economy. 
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But for that purpose the concession was not extended. Rather, in 
that sphere, curbs on advertisement and a spate of indirect taxes were 
the major hampering causes. Investment in unorganized sector was 
also being left out. All told, therefore, the budget provided only a 
limited inducement, if any, for business expansion. 

The budget contained various measures which discourage invest- 
ment. There were curbs on advertisement. Increase in plan outlay 
was much smaller (only 17% as compared with 27% in the preceding 
year). And on top of this an all round increase in excise duties was 
bound to bring about cost-inflation. More perturbing was the fact of 
levies on electricity generation and coal. All told, these levies were 
bound to raise the costs of both production and freight and thus 
contribute to w'hat is called the cost-cascading effect. The railway 
budget was also bound to be upset by levies on coal and electricity. 

The agricultural sector was again left out of the tax net. Instead 
of removing the huge subsidies on vari'.us inputs (which basically 
benefit rich farmers only), the budget extended certain concessions 
to them. 

I hus, even after borrowing more than Rs 1800 crores, the budget 
was left with a huge deficit, mainly due to the fact that it abolished 
interest tax, did not tax agricultural inputs and did not reduce sub- 
sidies. With maintenance of interest tax and taxing of agriculture, 
the budget could avoid this nuge deficit. Instead, it brought in a 
record amount of indirect taxes on all inputs (especially on coal and 
electricity). On the one hand, therefore, the budget courted inflation 
through deficit financing and on the other by resorting to cost-esca- 
lation Steps. It may be remembered that ihe government itself is a 
major consumer ^of the items brought unde' heavier indirect taxation 
resulting in a vicious circle of its own. It i > w'orth noting that the 
budget relied upon indirect taxation and deficit financing to such an 
extent that there was a net reduction in direct tax revenue even after 
allowing for compulsory deposits. 

It was a correct policy in the budget to concentrate on the comple- 
tion of the continuing schemes so as to reap the advantages of* quicker 
production. But this approach left only about 10% (Rs 1034 crores) 
for new plan schemes, out of which Rs 828 crores were provided for 
rural development. Obviously this amount was insufficient to impart 
the necessary rural bias i. our plan’ programmes. The resultant 
impetus to rural development ^ud employment could therefore be 
quite marginal. 
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BUDGET. 1979-80 

The budget for 1979-80 faced a situation of large scale unemj Inj- 
ment in the country. The price situation was getting difficult and 
inflationary pressures were mounting up and threatening todisiupt 
the flimsy price stability. The outg(»ing year had ended with a large 
scale addition to bank credit as also to the budgetary deficit which 
turned out to be Rs 1590 crores as against the budgeted figure of 
Rs 1071 crores. This was in addition to Rs 555 crorcs which the 
States had spent by way of overdrafts from the Reserve Bank of 
India and which the Centre had taken over. There was a need to 
step up and maintain agricultural and industrial investment and out- 
put with special emphasis on small scale industries, power and irri- 
gation, coal, cement and the like. The Finance Minister in his budget 
speech maintained that “if the resources needed for development 
are to be raised without inflation, there will have to be a gieater 
readiness on the part of people who can bear further taxation to 
shoulder additional burden.” He also emphasised the need for 
increasing savings in the ccocomv and curtailing government ex- 
penditure “particularly such subsidies as do not serve an\ specific 
social or economic purpose.” He wanted “to accelerate the pace 
and thrust of programmes which have a material bearing on agri- 
cultural growth and promotion of employment.” 

The budget provided for marginal increases in various schemes 
directed at promotion of agriculture, village industries and the rural 
sector in general. The budget had also to cope with the fact that 
in view of the recommendations of the Seventh Finance Commissu ii, 
a greater devolution of Central taxes a;ul duties 'were to be made 
to the States. At the existing level of taxation. States’ share in 1979- 
80 was estimated at Rs 3235 crores which was Rs 1278 crorcs more 
.than the figure in 1978-79. This had the effect of reducing the 
Centre’s net tax revenue (at the existing level of taxation) by 
Rs 620 crores. Total receipts of the Central Government (at ihe 
existing level of taxation) were placed at Rs 16551 crores in 197y-''0, 
while the total expenditure was placed atRs 18526 crores, leaving 
a gap of Rs 1975 crores. 

The Finance Minister in his budget speech maintained that his tax 
proposals aimed at three objectives in addition to that of resource 
mobilisation. The first was to reduce iwcome and wealth disparities. 
The second was to increase production and avoid waste. The third 
was the elimination of unemployment and underemployment by 
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stimulating agricultural production, by encouraging labour intensive 
techniques of production and by improving the competitive capacity 
of small scale and cottage industries in relation to large sca^e 
industry. 

Direct Taxes 

In the light of above comments and situation, the budget for 
1979-80 made the following proposals in the field of direct taxse: 

Surcharge on income tax was raised from 15 to 20% of the tax. 
This surcharge is not shared with the States. Similarly, surcharge on 
corporation tax was raised from 5 to 7J%. These two surcharges 
were expected to yield Rs 65 crores in 1979-80 and Rs 81 crores in 
full >car. It may be noted that the surcharges are expected to be 
only for temporary exigencies, but in India they have come to stay 
as a permanent feature of the tax s\stcm. Tire increase in rate of 
surcharge is partly explained by enhancing of the States’ share in 
income tax from 80 to 85% by the Seventli Finance Commission. 

The rales of wealth tax were raised for higher slabs. The additional 
in 1979-80 wa^ expected to be zero but in 1980-81 it was ex- 
pected to yield Rs 6.6 crores. The budget also wiilidrevv exemption 
on capital gains lax and was expected to yield Rs 14 crores in 1980- 
81. The concession of tax holiday w hich was available to all indus- 
trial undertakings going into production before 1 April 1981 wa> 
withdrawn from non-priority industries. Some concessions given on 
long-term savings were reduced, leading to an expected yield of Rs 7.6 
crores in 1979-80 and Rs 9,6 crores in full year. The threshold for 
paym nt of adxance tax by firms was lowered from Rs 30,000 to Rs 
20,000 and w’as expected to \ Rs 12 cr ores in 1979-80. The budget 
al'^o proposed to levy a tax on gross receipts of luxury hotels. The 
details were to be worked out later. 

The Compulsory Deposit Scheme as extended for another two 
years and was expected to net in Rs 160 crores in 1979-80. 

The budget also provided certain concessions in direct taxation. 

Expenditures incurred for development of export markets^ were to 
get a weighted deduction at a uniform rate ot 133.3'’o of the quali- 
fying amount. This weighted deduction, it would be recalled, had 
been withdrawn in the previous budget. Income tax payers having 
an assessed income between Rs 10,000 and Rs 12,000 were subjected 
to a tax liability limited i 70% of the excess over Rs 10,000. The 
budget reduced this tax liabilit:# limit to 30% of the excess over Rs 
10 , 000 . 

A number of step'. were taken in the nature of tax concessions to 
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help ihe rural sector. The Agricultural Rehnance Corporation was 
exempted from income tax (just as earlier the Industrial Development 
Bank of India was enjoying this concession) and w.ts to reduce the 
tax yield by Rs 10 crores in 1979-80. The Khadi and Village Indus- 
tries Commission enjoyed exemption from income tax; this concession 
was now extended to State Khadi and Village Industries Boards also. 
For the consumer cooperative societies, the limit of tax exempt 
profits was raised from Rs 20,000 to Rs 40,000. The commercial 
banks were granted a deduction for bad debts relating to advances 
made by their rural branches subject to certain limitations. This 
concession was expected to cost the exchequer Rs 12 crores. Ex- 
penditure incurred by companies and cooperative societies on 
approved programmes for rural development now qualified for de- 
duction in computing their taxable profits. Similar exemptions from 
income tax were also extended to donations made by taxpayers to 
approved institutions engaged in imparting training to persons for 
rural development. The exemption of donations from income tax 
made to institutions engaged in programmes of rural development 
was now extended to every tax payer (while before the budget it 
applied only to those in business or professions). Similar exemptions 
were granted for donations for scientific lesearch by approved insti- 
tutions etc. The budget also allowed the deduction of insurance 
premia paid by federal milk cooperative societies for insuring the 
cattle belonging to members of the affiliated societies. 

The budget also exempted from income tar one-third of the in- 
come derived from the business of mushroom growing under con- 
trolled conditions, or Rs 10.000 whichever is higher. 

Indirect Taxes 

As regards indirect taxes, the budget provided for a number of 
tax concessions to the agricultural sector and a number of additional 
and nevl* levies for the consumer goods and industrial sector. 

The Central excise on fertilisers was reduced by 50% of the exist- 
ing rates. There was an equivalent reduction in countervailing 
duties leviable on imported chemical fertilisers. Duty on light duty 
diesel oil used for pump .sets was lowered. The power tillers imported 
by State Agro-Industries Corporation and the Central Government 
were also completely exempted from customs duty on the plea that 
these implements can promote agricultural production of small hold- 
ings. The indigcnojisly manufactured* power tillers were already 
exempt from excise duties. There were similar tax concessions directed 
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to help the rural sector. But the most important concession here was 
the withdrawal of excise duties, including additional excise duties, on 
unmanufactured tobacco involving a loss of Rs 121.20 crores to the 
exchequer. 

Duties on life saving drugs were lowered. There were also re- 
ductions in duties on inopeds, laxies and auto-rickshaws. 

A number of excise duties were revised upwards or adjusted in 
such a manner that the exchequer expected to get an additional 
Rs 100 crores of tax revenue. These included excise duties on cosme- 
tics, toilet preparations, air conditioning machinery, stereo hi-fi equip- 
ment, higher-priced TV sets, higher-priced radio sets and radiograms, 
pressure cookers, steel furniture, domc‘stic electric appliances, safes, 
soap, and other similar items, confectionary items, scooters and 
cars. 

Higher duties on motor spirit, USD oils and kerosene were ex- 
pected to bring in Rs 278.95 crores includmg Rs 55.70 crores by way 
of customs duties. Additional duties on cigarettes were to fetch 
Rs 60 crores, matches were estimated to bring in an additional 
revciiuc of Rs 8 crores, carpets Rs 1.9 crores and handlooms Rs 10 
crores. Special duties of excise at the rate of 5% of basic duties were 
also to continue. Adjustments in customs duties were to bring m 
another Rs 129.5 crores. Additional revenue from the revision of 
Posts and Telegraphs rates were estimated to fetch Rs 48.30 crores. 

Similarly, the concession hitherto extended to encourage higher 
production in selected industries was withdrawn (thus bringing in 
additional Rs 40 crores). The excise tariff under Item 68 (‘Items not 
Specified Elsewhere’) was raised from 5 to 8% ad valorem and the 
exemption limit for small acale industries' was reduced from Rs 30. 
lakhs to Rs 15 lakhs of the value of clearance. 

Thus, in the field of direct taxation, the budget provided for an 
additional net tax revenue of Rs 58.60 crores (out of which the 
States’ share was Rs 12 crores) m addition to Rs 160 crores by way 
of CDS and Rs 48.30 crores by way of upward revision of Post and 
Telegraph rates. Indirect taxes were estimated to bring in'nettax 
revenue of Rs 606.14 crores out of which the States were to get Rs 
192.^)9 crores and the Centre, Rs 41 \ 15 crores. The additional 
revenue of Rs 48.30 crores was to be in addition to the above. Thus, 
the budget left a gap of 1355 crores to be met by deficit 
financing. 

C< 7 /;;/ncwrj. We find that the budget for 1979-80 started with the 
usual objectives which the current n^eds of the economy and the 
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social and political philosophy of the government demand. However, 
in practice, it did not move along the lines indicated. Tims, it 
brought in a heavy dose of deficit financing over and above repealed 
doses of heavy deficits in the previous two >cars. The defiett was 
likely to exceed the budget estimates for 197d-80 also on acco\int ol 
rising prices, higher salaries and allowances, higher expenses I'v the 
States and their dependence upon the Centre and similar other 
factors. Moreover, the choice of items for indirect taxation was 
very judicious. A heavy allround upward revision of duties could he 
only inflationary. And the excise revision on ni ilor spirit, USD, od 
and kerosene was bound to ad(i to the overall cost of transporlati 
and conveyance. 

The Centre, on the other h,uid, failed to tap the agricultural sector 
and taxed the non-agricultural sectors heavih On top of the exist- 
ing uneven tax burden, this on!> increased the inciiuity between the 
two. Instead of tapping this source, the budget extended further 
concessions to it in the form of additional subsidies through re- 
duced prices of fertilisers etc. But here, as u-ual, the budget fai.ed 
to make a distinction between the poor and the rich faimcr--. The 
increased stibsidics to agricultural inputs onlv help the i ich fai mer'- 
who arc in a position to pay their share of taxes. Thus the budget 
did not live up to its promise t'f taxing those who can pay. Similarlv, 
instead of encouraging .savings, it reduced incentives for lopg-terin 
savings. Taxing of gross receipts of luxury hotels cannot be a 
substitute for taxing conspicuous consumption or providing in- 
centives for sayings. Similarly, the budget failed to provide sufficient 
incentives for labour-intensive techniques of production and reduc- 
vion of rural unemployment, Tiic schemes incorporated in the annual 
budget and the concessions granted to rural sector were designed 
to help the rural rich rather than stimulate the rural sector in a 
manner which would promote employment and growth. 

BUDGET, 1980-81 

With a change of Government at the Centre, only an Interim Budget 
was presented to Parliament on 11 March 1980. No change in the 
rates of customs, excise duties or income tax was proposed. Only an 
exemption/rom income lax was extended for a period of three years 
to the residents of Laddakh, as also to statutory bodies, associ itions 
and institutions established for pronvotion of interests of Scheduled 
Castes and SchcduletUTribes. 
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THE CENTRAL GOVERNMENT BUDGET 
FOR 1980-81 (June 1980) 


The economic situation on the eve of presenting the budget for 
1980-81 (on 18 June 1980) was quite a difficult one and the Govern- 
ment had an uneviable task of achieving a set of contradictory objec- 
tives. There was a need to revive the economy and, at the same time, 
large scale resource mobilisation v^as required to step up plan invest- 
ment. Our gross national product had declined in 1979-80 by about 
3 per cent with a fall in agricultural production by about 10 per cent 
and that in industry by about 1 per cent. Severe drought had conlri- 
buiec to the reduction in agricultural output as also in the hydel 
generation of electricity. The poor performance of coal, power, and 
railways together with labour and managerial problems in vast seg- 
ments of the economy had led to a general failure of the economic 
infrastructure. This had resulted in a fall in the production of major 
commodities like steel, cement, paper, non- electrical machinery, 
aluminium and other non-ferrous metals, sugar, cotton-textiles and so 
on. This was accompanied by a general excess of liquidity to which 
a budget deficit of Rs 2,700 crores had contributed in the previous 
year. All this had resulted in an inflation'* ry price rise together with 
an increased trade deficit amounting to Rs ’ 131 crorcs, a decline in 
foreign exchange reserves as also a reduction in food stocks. 

The Govcrnn.cnt was interested in achieving a price stability which 
implied an increase in output, an improvement in the working of the 
infrastructure, encouragement to savings and investment and utilising 
existing capacity. The budget, therefore, relied more on revival^ of the 
economy than raising the tax rates or extending their coverage. Addi- 
tionally, it provided a number of concessions and incentives for 
encouraging savings, investment, and also small scale and cottigc 
industries. 

Major Changes in Direct Taxes * 

1. Exemption limit for income-tax was raised to Rs 12,000, though 
nil ratc»slab continued to remain Rs 8,000. 
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2. Rate of surcharge on incomc>tax was reduced from 20 per cent 
to 10 per cent. 

3. Exemption limit for wealth-tax w'as raised from Rs 1 lakh to Rs 
1.5 lakhs from the assessment year 198U-8I in view of the inflationary 
rise in prices, though the nil rate slab ccntinued to be Rs 1 lakh. 

4. Provisions regarding taxation of Hindu Undivided Families and 
private trusts were tightened for checking tax evasion. 

5. To encourage long-term savings incentives were restored at the 
pre-1979 budget level. Interest on provident funds was exempted 
from income taxation. 

6. The budget tried to achieve the twin objective of promoting 
new inve.stment in industry and non-favouring of capital-intensive 
techniques for reasons of employment. Accordingly, the budget conti- 
nued the tax holiday in respect of new Industrial undertakings, ships 
and hotels, but in a modified form. The criterion for tax holiday was 
shifted from ‘capital employed’ to ‘profit’. Also, barring some excep- 
tions, additional depreciation allowance equal to 50 per cent of the 
normal depreciation on new machinery or plant installed during the 
new Plan period was allowed. 

7. Restrictions on the deductible amount of expenditure on adver- 
tisement, publicity and sales promotion were removed. 

8. An important provision of this budget was the revival of the 
interest tax on interest eained by scheduled commercial banks after 
30 June 1980 This tax w as further extended to interest received by 
larger All-India industrial financial institutionmamely IDBI, ICICI, 
TFCI and IRCI. 

9. A levy of 1 5 per cent on gross receipts of expensive hotels was 
proposed through a bill to be introduced later in the house. 

Major Proposals in Indirect Taxation 

In this field the approach was to avoid an unduly heavy burden on 
any single commodity, to encourage small scale and cottage indus- 
tries, to encourage industries with significant employment and export 
potential and to reduce or totally remove duty burden on some arti- 
cles of common consumption. 

1. A special excise duty (from which a number of commodities were 
cxci ipted) was leviable on all exciscable goods at l/20th of their basic 
excise duty'. 'I he budget raised the rate of this duty to l/lOth of their 
basic duty with some exceptions. I^also extended the special excise 
duty on all exempted items with the exception of motor spirit including 
naptha, kerosene, HSU, LSD, LPG, coal, electridty, matches, vanas- 
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pati, and goods falling under Tariff Item 68. 

2. Ad valorem duty on soda ash, caustic soda, starch, and s\ nlhetic 
rubber was raised. Molasses was under Item 68 of the Central Excise 
Tariff and subject to 8 per cent ad valorem duty. The budget converted 
it to a listed item and subjected it to a specific duty of Rs 30 per ton 
But the molasses produced in khandsari sugar mills was exempted. 

3. Certain sectors of indigenous industr> were provided a higher 
degree of protection. Rates regarding passenger baggage were modi- 
fied. There were also a few pioposals in the nature of ralionali^atiou, 
clearer definition of certain Central excise tariff items and removal of 
doubts or difficulties. 

4. Small manufacturers of goods falling under item 68 of the 
Central Excise Tariff, whose capital investment on plant and machi- 
nery docs not exceed Rs 10 lakhs, became eligible for complete 
exemption from dut\ on their first clearance of goods upto Rs 30 
lakhs in a financial year. This was subject to the condition that their 
clearances during the preceding financial jvar did not exceeo Rs 30 
lakhs. 

5. The budget also tried to improve the competitive positu-n of 
small manufacturer vis-a-vis the huge manufacturer and to widen the 
entrepreneurial base of our economy. A scheme of excise dut> cvm- 
ces^ions applicable to manufacturers of 70 cxciseable cominojitics 
under which clearances up to Rs 5 lakhs in value in a >e.tr were 
exempted from duty was in existence. The budget included two more 
groups of items to this list. At the same time, for all these items, 
clearance between 5 and 15 lakhs would bear 3/4th of the applicable 
rate of excise duty. Similarly, small producers of paper board were 
allowed a conces«''^nal rate of duty of 20 per cent ad valorem instead 
of 30 per cent, 

6. Having recognized the employment and growth potential of elec- 
tronics industry, the budget tried to help it through a reduction in 
customs duty on specified items of capital goods used by the industry 
and not produced within the country, as also specified raw materials 
and components. Similarly, duty on TV sets was reduced and license 
fee on small radio and transistor sets was abolished. Excise duty on 
indigenously produced components was Jow^ered while ships built in 
Indian shipyards were completely exempted from excise duty. 

7. Import duties on certain inputs were reduced or totally removed. 

8. Concessions in the field of numerous goods of common con- 
sumption items were provided. Specified life-saving drugs, controlled 
cloth, cotton and cotton-viscose blend hosiery, cycles and cycle parts, 
sewing machines were fully exempted from excise duty. Excise duty 
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was also lowered on pressure cookers, cheap varieties of toilet soap, 
tooth paste, and vacuum and gas-filled bulbs not exceeding 60 watts. 
Similarly, diesel engines used for conversion of petrol driven taxis 
and engines used for powered cycle rickshaws were exempted from 
excise duty. 

The taxation proposals were estimated to yield a sum of Rs 223.22 
CTores in excise duties and Rs 39.58 crores in customs duties. The 
budget provided reliefs amounting to Rs 34.75 crores in excise and 
Rs 7.93 crores in customs duties. The net yield, therefore, was Rs 
188.47 crores from central excise and Rs 31.65 crores from customs 
duties. For the full year, the tax proposals were expected to yield a 
net revenue of Rs 285.98 crores out of which Rs 58.98 crores were 
to go to the States leaving a net tax addition of Rs 227.0 crores for 
ihc Centre. 

Total revenue receipts for 1980-81 were estimated at Rs 12,356 
crores, while revenue disbursements were put at Rs 13,310 crores 
leaving a deficit of Rs 954 crores. Capital receipts weie put at Rs 
7, t)94 crores as against capital disbursements of Rs 8,157 crores. 
Accordingly, the aggregate receipts amounted to Rs 20,050 crores 
against total disbursements of Rs 21,467 crores leaving an uncovered 
deficit of Rs 1,417 crores. The detailed figures are shown in the 
facing table. 

It is to be noted that the budget tried to achieve a difficult balan- 
cing task. It provided incentives for savings through concessions in 
direct taxation. Though on account of inflationary rise in prices, theie 
was a need to reduce income tax rates all along the line, such a relief 
could not be expected for reasons of resource mobilisation. The bud- 
get, however, did reduce the rate of surcharge on income-tax from 
20 per cent to 10 percent. Production, especially by employment- 
oriented small scale manufacturers and of consumption goods used 
by masses (like the bicvclcs, sewing machines, electronic goods etc.) 
was encouraged through a reduction or abolition of excise duties. 
The budget, however, failed to provide the necessary relief in the 
field of capital gains tax. The previous budget had withdrawn certain 
provisions which encouraged reinvestment of capital gains, were 
pnAiding resouices to the tune of Rs 200 crores to the Exchequer, 
and were helping in curbing the growth of black money. The current 
budget failed to revive these provisions. It should be remembered 
that the concept of capita^ gains loses its meaning in view of infla- 
nonary rise in prices. An asset holder may make a fabulous capital 
gain in terms of money, but he is hkoly to lose in real purchasing 
pow'er. A taxation of capital gains in such circumstances often 
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amounts to taxation of a capital loss. 

Prior to the budget, a tax holi iay. at the rate of 7.5 per cent of the 
capital employed, could be claimed for five years. This system was 
abused by many firms claiming tax holiday on borrowed capital also. 
1 he budget sought to make the provision employment-oriented by 
shifting the base of tax holiday tv) ‘profit’. Such a shift would cer- 
tainly help the industries with a shoit gestation period like consump- 
tion goods. But for the same reason, the industries with long gesta- 
tion periods (like cement, paper etc.) would be discouraged. 

CENTRAL GOVERNMENT BUDGET. 1980-81 


Rs in (rotes 



1979-80 

1 980-8 / Budget Proposals 


(RE) 

(BE) 




Revenue Receipts 


Gross Revenue Receipts 

M 624.7.1 

12321.84 

+285.98 

Customs 

2814.00 

2964.00 

+ 24.80 

Union Excise Duties 

5825.20 

6117.13 

+ 147.68 

♦Corporation Tax 

1380.00 

1515 00 


Income Tax 

1320 00 

1426 00 


Estate Duty 

13.00 

1.100 


Taxes on Wealth 

63 00 

65.00 


Interest Tax 

1.00 

0.50 

+ 108.50 

Gift Tax 

6 25 

6.25 


Others 

202.28 

214 96 

+ 5.00 

States’ Share 

<406.02 

3598.95 

+ 58.98 

Union Excise Duties 

2530.20 

2655 85 

+ 58.98 

Income Tax 

864.88 

932.20 


Estate Duty 

10.94 

10 90 


Net Tax Revenue 

8218.71 

8722.89 

+ 227 00 

Non-Tax Revenue 

2958 12 

1409.87 

—4.00 

Interest Receipts 

1484.67 

855.98 


Divideiitis anJ Piufil'i 

296.60 

289.2'' 


Otheis 

1176 85 

1264.69 

—4.00 

Total Revenue Receipts 

11176 83 

12132.76 

+223.00 

« • 


Revenue Disbursements 


General Sei vices 

6270.66 

7118.91 


rntcrest Payments 

2206 21 

1597 64 


Defence Sersu es (net) 

3010.44 

3273.15 


Social and Coiiiauinit', 

791.89 

890.72 


Sci vice , 




Fxonomic Sei v iccs 

2448.43 

2448 '4 


Giants-in-aid and ( ontri- 

"516.55 

2851.9S 


butions 

t 



Total 

12047.53 

13310.3^ 
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Balance on Revenue Account 

-870.70 

—954.59 


Capital Receipts 

Loan Recoveries 

1584.00 

1832.00 

Market Loans (net) 

1961.29 

2499.66 

External Loans (net) 

530.60 

800.22 

Loans from l.M.F. Trust Fund 


540.00 

Small Savings 

925.00 

1100.00 

Provident Funds 

699.85 

745.88 

Other Receipts 

-253.69 

172.43 

Total 

5447.05 

7694.59 


Capital Disbursements 

General Services 

310.22 

375-57 

Social and Community 

108.06 

164.68 

Services 



Economic Services 

2090.73 

2466.01 

Loans and Advances 

4767.61 

5150.49 

Total 

7276.62 

8156.75 

Balance on Capital Account - 

-1829.57 

-462.16 

Overall Balance 

-2700.27 

—1416.75 
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